





































































































































































































































































































































































































































































































































































































PERFORMANCE MEASURE #1: The extent to which eligible healthcare
providers working in rural and frontier areas have been approved by
the Department of Revenue to claim the credit.

REsSULT: Although statute authorizes up to 200 Preceptor Credits to be
claimed each tax year, the Department of Revenue approved only 87
preceptors (44 percent of the credits available) to claim the credit in Tax
Year 2017. The Department of Revenue did not deny any credits to
preceptors who submitted certifications for Tax Year 2017. EXHIBIT 1.4
shows the distribution, by county, of preceptors who were eligible and
approved for the Preceptor Credit in 2017.

EXHIBIT 1.4.
PRECEPTORS ELIGIBLE AND APPROVED FOR
THE CREDIT IN 2017 BY COUNTY

METRO COUNTIES (NOT ELIGIBLE)

RURAL AND FRONTIER COUNTIES WITH O APPROVED PRECEPTORS

RURAL AND FRONTIER COUNTIES WITH 1-5 APPROVED PRECEPTORS

RURAL AND FRONTIER COUNTIES WITH 6 OR MORE APPROVED PRECEPTORS
SOURCE: Office of the State Auditor Analysis of U.S. Census Bureau data, Colorado
Department of Revenue taxpayer data, and Section 39-22-538, C.R.S.

The largest amount of approved preceptors were from Alamosa,
Chaffee, and Logan counties. Most preceptors (76 percent) who were
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approved to take the credit were located in rural counties. Only 21
percent (18 preceptors) were located in frontier counties. Twenty of the
47 rural and frontier counties in the state (43 percent) had no preceptors
apply for the credit in Tax Year 2017.

Based on the data available, we were not able to fully determine the
extent to which the Preceptor Credit incentivized rural primary care
providers to become preceptors who otherwise would not have or the
extent to which the credit incentivized existing preceptors to remain
preceptors. Since Tax Year 2017 was the first year that the Preceptor
Credit was available, there was only 1 complete year of Department of
Revenue data available to evaluate the credit. Therefore, we were not
able to identify trends (e.g., whether claims for the Preceptor Credit
have increased or decreased) in the credit’s usage. However, some data
indicates that the credit may have had limited impact on the providers’
decisions to serve as a preceptor or to remain a preceptor. Specifically,
the Colorado Rural Health Center surveyed preceptors and asked how
long they had been acting as a preceptor. Of the 87 preceptors who were
approved for the Preceptor Credit, 31 responded to the survey. Of these
31 preceptors, 25 responded that they had been precepting students
prior to the Preceptor Credit being enacted. However, survey data and
taxpayer data from the Department of Revenue indicate that there is a
mix of existing and new preceptors being approved for the credit.

The fact that only 44 percent of the 200 Preceptor Credits available
were approved by the Department of Revenue does not necessarily
mean that the credit is not meeting its purpose. Tax Year 2017 was the
first year that the credit was available. In general, the number of
taxpayers using tax credits is lower in the initial years that the credits
are available. Additionally, several stakeholders mentioned that the
original statute authorizing the Preceptor Credit was unclear regarding
whether a preceptor could precept more than one student in order to
meet the minimum required 4-week preceptorship duration. Because
some of the graduate programs’ clinical rotations are less than 4 weeks,
stakeholders reported that it would have been difficult for preceptors to
qualify for the Preceptor Credit if they needed to meet the 4-week



minimum duration requirement with only one student. A minor
language change to statute in 2017 [Senate Bill 17-294] clarified that
preceptors could precept more than one student in order to meet the 4-
week minimum duration requirement. Some stakeholder organizations
that work with rural preceptors and providers stated that they delayed
promoting the credit until the clarifying legislation was passed. The
Department of Revenue did not receive any certifications from
preceptors seeking approval for the Preceptor Credit until July 2017,
which indicates that it is possible that the original language in statute
affected the Credit’s use in 2017.

PERFORMANCE MEASURE #2: The extent to which the Preceptor Credit
provides a sufficient financial incentive for preceptors in rural and
frontier areas of the state.

REsuLT: We found that the credit amount may be a sufficient financial
incentive for many preceptors, though the relative incentive varies based
on the extra time they spend instructing students and their typical
hourly wage. Representatives from eligible graduate programs and
medical and dental associations in Colorado indicated that the primary
cost to preceptors in providing a preceptorship generally is their
additional time spent instructing a student, resulting in either forgone
revenue because of seeing fewer patients or longer work days.
According to those stakeholders, the additional time often occurs when
preceptors arrive to work early and stay at work late to work with the
student before and after patient visits. The amount of time a preceptor
spends instructing a student one-on-one varies among preceptors.

In order to be approved for the Preceptor Credit, the preceptor must
provide at least 4 weeks of instruction, training, and/or supervision.
Assuming a 5-day work week (i.e., 20 days), we calculated the hourly
benefit that the Preceptor Credit provides based on how many extra
hours a preceptor spends instructing students. We only included the
extra hours that preceptors spend instructing students in our
calculations because preceptors are typically already paid for the
normal hours they work while precepting students. Therefore, they do
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not incur additional costs in time or forgone income to the extent that
they are able to precept students while conducting their normal work
duties. Using these assumptions, if a preceptor spends 20 extra hours
during the preceptorship instructing students (i.e., an average of 1 extra
hour per day), that equates to a $50 per hour monetary benefit. If a
preceptor spends 40 extra hours instructing students (i.e., an average of
2 extra hours per day), that equates to a $25 per hour monetary benefit.
For each additional hour spent, the hourly monetary benefit provided
by the Preceptor Credit decreases. This analysis does not account for
preceptorships lasting more than 20 days, which would also reduce the
average monetary benefit. According to data from the U.S. Bureau of
Labor Statistics, the average hourly wage for the eligible provider types
in nonmetropolitan counties of Colorado is:

Physicians: $93 to $123
Physician Assistants: $46 to $57
Nurse Practitioners: $45 to $50
Dentists: $82

For most of these providers, the Preceptor Credit provides a lower
hourly benefit than the provider’s regular hourly wage, especially once
the preceptor provides more than 1 hour of teaching per day outside of
the regular workday.

However, teaching students is not necessarily equivalent work to
providing medical or dental services. Using U.S. Bureau of Labor
Statistics data for postsecondary health specialties and nursing teachers
in Colorado, we estimated the hourly wage of postsecondary health
specialties teachers to be approximately $64 and postsecondary nursing
teachers to be approximately $32. Assuming that a provider spends
approximately 1 extra hour each day instructing a student, the hourly
monetary benefit provided by the Preceptor Credit is reasonably
comparable to the average hourly wages of these instructors and is likely
a sufficient incentive. However, if a preceptor spends more than 1 extra
hour per day, or precepts students for more than 4 weeks in a year, then
the hourly monetary benefit provided by the Preceptor Credit is much



lower than the hourly compensation of postsecondary health specialties
and nursing teachers in Colorado.

Additionally, a survey conducted in 2012 by the Council of Academic
Family Medicine Educational Research Alliance found that hosting
medical students comes at a cost of between $100 and $200 per day for
providers. Assuming a 20-day preceptorship, the Preceptor Credit
provides a $50 benefit per day, which may offset 25 to 50 percent of
the costs incurred by preceptors in providing mentorships to students.

Despite the credit not always replacing preceptors’ full wage or
additional costs, stakeholders we contacted generally considered the
Preceptor Credit amount to be fair for a 1-month rotation. They also
emphasized that the credit is not intended to fully compensate
preceptors for training students, but rather is a small incentive that
offsets some of the financial burden associated with providing a
preceptorship and helps demonstrate to rural preceptors that their
teaching efforts are appreciated. Since there are no other similar
programs or incentives available for preceptors, representatives from
several of the Colorado higher education institutions with eligible
graduate programs mentioned that the credit is an important financial
tool they use to encourage preceptors to train their students.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

As of October 2018, the Preceptor Credit had resulted in $74,000 in
forgone revenue to the State for credits claimed for Tax Year 2017. The
Department of Revenue approved 87 taxpayers to take the credit in
2017, and 74 subsequently claimed it on their tax returns. Approved
Preceptor Credits do not reduce state revenue until the preceptors claim
them on their individual income tax returns. However, the Department
of Revenue indicated that it is reasonable to assume that if a preceptor
was approved for the credit, they will eventually claim it. A preceptor
who has already filed a tax return for Tax Year 2017 and did not claim
the Preceptor Credit can amend his or her return for up to 3 years to
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claim the credit. Therefore, the Preceptor Credits approved for
preceptorships overseen in 2017 may result in an additional $13,000 in
forgone state revenue, or a total of $87,000, if all of the currently
approved credits for Tax Year 2017 are eventually claimed.

In addition, neither statute [Section 39-22-538, C.R.S.] nor Department
of Revenue regulations specify a cut off time to submit the request for
approval of a Preceptor Credit. Therefore, since the maximum number
of Preceptor Credits authorized by statute [Section 39-22-538(3)(b)(l11),
C.R.S.] have not been granted for the 2017 Tax Year, it is possible that
additional preceptors who precepted students in 2017 will apply for the
credit, be approved, and amend their 2017 tax returns to claim the
credit. This could result in up to an additional $113,000 of forgone
revenue for the State.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

If the Preceptor Credit is allowed to expire at the end of Calendar Year
2019, preceptors who claimed the credit would experience an increase
of $1,000 in their Colorado tax liabilities. We used Department of
Revenue Tax Year 2017 taxpayer data for preceptors who claimed the
credit to determine the average tax liability of each type of provider and
the average percentage reduction in tax liability due to the Preceptor
Credit, as summarized in EXHIBIT 1.5.

EXHIBIT 1.5.
AVERAGE TAX LIABILITY OF PRECEPTORS BY PROVIDER
TYPE AND PERCENTAGE REDUCTION OF TAX LIABILITY

DOCTORS OF
ADVANCED
MEDICINE AND PHYSICIAN
PRACTICE DENTIST
OSTEOPATHIC ASSISTANT
NURSE
MEDICINE

Average Tax

Liability Before $11,090 $5,115 $5,253 Tor‘; ff)"r"t to

Preceptor Credit p

Average Percentage

Reduction in Tax 9% 20% 19% Too few to
N report

Liability

SOURCE: Office of the State Auditor analysis of Department of Revenue taxpayer data.



We were unable to determine whether the Preceptor Credit was the
deciding factor for preceptors to become or remain preceptors.
However, to the extent that the Preceptor Credit incentivized rural
providers to become or remain preceptors, elimination of the credit
could result in a reduction in preceptorship opportunities for students
enrolled in eligible graduate programs at Colorado higher education
institutions, which in turn, could result in fewer health profession
graduates deciding to practice in rural areas. Over half of the preceptors
who were approved for the credit for Tax Year 2017 reported
precepting at least one student from the University of Colorado School
of Medicine (CUSOM). CUSOM has a rural track, which was started
in 2005, and is open to medical and physician assistant students. The
CUSOM rural track’s 2017 Annual Report stated that the program
currently has 16 doctor of medicine and seven physician assistant
graduates practicing in rural areas of Colorado. The opportunity to
experience rural healthcare through preceptorships may have influenced
some of the graduates’ decisions to practice in rural areas.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?
We identified three other states that have similar tax incentives for

health preceptors: Georgia, Hawaii, and Maryland. EXHIBIT 1.6
summarizes the tax incentives available in these states.
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EXHIBIT 1.6.
OTHER STATES WITH TAX INCENTIVES FOR
HEALTH PRECEPTORS

TyPE OF ESTIMATED
YEAR AMOUNT OF ELIGIBLE ANNUAL
STATE TAX REFUNDABLE?
ENACTED INCENTIVE PROFESSIONALS REVENUE
INCENTIVE
IMPACT
$1,000
deduction
per 160
Income hours of
Georgia Tax 2014 tralr!mg N.Ot Physicians $119,880
Deduction provided applicable (2016)
($10,000
annual cap
per
taxpayer)
$1,000
credit per 80 - Catpped el
Physicians, $1.5
hours of . -
_ No, may be osteopathic million per
Income training carried hysicians ear
Hawaii Tax 2018 provided L Py ' y
Credit ($5,000 forward until ad_vanced _
’ exhausted practice nurses, (2018 first
annual cap .
or pharmacists year
P available)
taxpayer)
$1,000
credit per
student
supervised -
480 hours
required for $105,000
medical - (January to
Maryland In‘lc'g:]e (E2x01i?es students, No, no Phﬁﬂzns’ May 2018)
y P 300 hours carryforward Capped at

Credit 2021) practitioners

required for $200,000
nursing per year
students
($10,000
annual cap
per
taxpayer)
SOURCE: Office of the State Auditor analysis of other states tax laws.

Of these three states, only Maryland limits its credit to preceptors
working in healthcare workforce shortage areas, and all of the states
allow preceptors to claim more than one credit or deduction each year,
with a cap per taxpayer ranging between $5,000 and $10,000. Because
Georgia’s incentive is a deduction, it has a lower overall value than
Hawaii and Maryland’s credits. For example, if a preceptor qualified



for the highest possible preceptor deduction ($10,000), in most cases
the preceptor would only see a $575 reduction in his or her tax liability.
Hawaii and Maryland limit the aggregated dollar amount of all credits
available each year to $1.5 million and $200,000, respectively, which
helps ensure that the incentives will not cause unexpected decreases in
state tax revenue.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

Colorado has a program that is intended to encourage healthcare
professionals to practice in rural areas. The Colorado Health Service
Corps Health Professional Loan Repayment Program is available to
certain healthcare professionals (e.g., dentists, pharmacists, licensed
psychologists, nurse practitioners, physician assistants, physicians),
who are working in Health Professional Shortage Areas, many of which
are rural areas. The Primary Care Office within the Colorado
Department of Public Health and Environment administers the loan
repayment program. The Primary Care Office awards loan repayments
based on provider applications and the long-term clinician retention
attributes assessed and scored through the application. Award amounts
range from $20,000 to $90,000 for full-time service obligations and
$10,000 to $45,000 for part-time service obligations, and the specific
amount granted is based on the type of healthcare professional. Service
obligations are generally for 3 years, and if the healthcare professional
maintains practice with the same organization, he or she is eligible for
an automatic, non-competitive renewal award for an additional 1-year
service obligation. According to Primary Care Office staff, the program
receives more applications than it can fund each year.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

The Department of Revenue does not capture data from the Preceptor
Credit certification form (DR 0366) in GenTax, its tax processing
information system. Specifically, the Department of Revenue requires
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taxpayers to submit the DR 0366 certification form, which provides
information relevant to the credit, including the Colorado license type
of the preceptor, county where the preceptor practices, names of
students precepted, names of schools and graduate programs where the
students precepted are enrolled, and dates of the preceptorship. The
Department of Revenue maintains scanned images of the forms, which
it can pull manually on a taxpayer-by-taxpayer basis; however, GenTax
does not digitally capture the information from the forms. Because only
87 taxpayers were approved to take the Preceptor Credit in Tax Year
2017, we were able to collect this data from GenTax. In order to obtain
data from these forms, we manually downloaded the DR 0366 form
from each taxpayer’s account. However, in future years if more
preceptors claim the credit, manual data analysis may become overly
burdensome. The Department of Revenue reported that it does not have
the staff resources available to manually pull a large amount of forms,
which could take hundreds of hours (see the Tax Expenditures
Overview Section of the Office of the State Auditor’s September 2019
Tax Expenditures Compilation Report for additional details on the
limitations of Department of Revenue data and the potential costs of
addressing the limitations).

Additionally, we were not able to obtain data on the number of rural
or frontier preceptors in the state. This information would allow us to
track the incentivization rate of the Preceptor Credit by evaluating
whether the number of preceptors has changed since the credit went
into effect. If the General Assembly would like to better track the
incentivization rate of the Preceptor Credit, it could consider requiring
higher education institutions to annually submit their list of preceptors
to a designated state agency. However, the higher education institutions
may have concerns with this requirement due to privacy policies they
may have with preceptors.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY COULD CONSIDER DEFINING THE MINIMUM
PRECEPTORSHIP DURATION IN TERMS OF HOURS OR DAYS, RATHER THAN



WEEKS. Statute [Section 39-22-538(2)(e), C.R.S.] specifies that the
duration of a preceptorship must be “not less than four weeks per
calendar year.” However, it is unclear whether the General Assembly
intended for 4 weeks to be counted as 28 days (i.e., four calendar weeks)
or 20 days (i.e., 4 business weeks) and the Department of Revenue has
not issued guidance regarding how taxpayers should interpret this
requirement. Stakeholders reported that a single clinical rotation for
Colorado graduate programs is often not more than 25 days, and many
medical and dental practices are only open during the business week.
Therefore, it is difficult for many preceptors to meet the minimum
duration requirement if they only precept one student and 4 weeks is
interpreted to be 28 days. This may prevent new preceptors who want
to ease into precepting by training only one student from claiming the
credit. All other states with a similar tax incentive specify the minimum
required duration in terms of hours.

WE IDENTIFIED SOME ISSUES WITH THE ADMINISTRATION OF THE
PRECEPTOR CREDIT’S ELIGIBILITY REQUIREMENTS. Specifically, we
examined the DR 0366 Forms for preceptors who were approved to
take the credit in Tax Year 2017 and determined, based on the
information provided on these forms, that at least 14 preceptors (16
percent) who were approved for the credit by the Department of
Revenue were not eligible to take the credit. Twelve of these preceptors
subsequently claimed the Preceptor Credit on their tax returns.
Specifically, we identified the following issues where the students
precepted were not eligible mentees for the purposes of the Preceptor
Credit or where the preceptors did not qualify:

Six preceptors who were approved for the credit precepted students
enrolled in non-Colorado schools (i.e., online or out-of-state
schools).

Four preceptors who were approved for the credit precepted only
medical residents, who have already graduated from medical school
and are not students.

Preceptors (too few to report) who were approved for the credit were
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not located in rural or frontier areas.

Preceptors (too few to report) who were approved for the credit
precepted students enrolled in non-Colorado schools and were also
not located in a rural or frontier area.

Preceptors (too few to report) who were approved for the credit
precepted only pharmacy students, which is not an eligible graduate
program.

Although the credit cap was not reached in Tax Year 2017, in future
years, if the credit cap is exceeded, the approval of ineligible preceptors
could undermine the purpose of the Preceptor Credit if eligible
preceptors are denied the credit because ineligible preceptors were
approved to take it first.

RURAL & FRONTIER HEALTHCARE PRECEPTOR CREDIT
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STATE INCOME TAX
REFUND DEDUCTIONS

EVALUATION RESULTS

WHAT ARE THESE TAX EXPENDITURES?

1H0d3d S3ANLIANIdX3 XVL

This evaluation covers two parallel income tax deductions: (1) State
Income Tax Refund Deduction for Individuals, Estates, and Trusts
[Section 39-22-104(4)(e), C.R.S.], and (2) State Income Tax Refund
Deduction for Corporations [Section 39-22-304(3)(f), C.R.S.] (State
Income Tax Refund Deductions). These tax expenditures allow Colorado
taxpayers to reconcile discrepancies caused by the interaction between
Colorado and federal tax laws when taxpayers overpay their Colorado
income taxes. House Bill 64-1003 created both of these deductions in
1964, and they have remained largely unchanged since then.

Colorado uses federal taxable income as the starting point for
determining Colorado taxable income for all taxpayers. Federal taxable
income is the amount on which a taxpayer’s federal tax liability is based
and reflects any federal deductions, which taxpayers subtract from
federal gross income when calculating federal taxable income.
However, because Colorado’s tax laws do not exactly conform to
federal tax laws, certain adjustments must be made to federal taxable
income to determine a taxpayer’s Colorado taxable income.
Specifically, federal law [26 USC 164(a)] allows individuals, estates,
trusts, and corporations that itemize deductions on their federal income
tax returns, to deduct from their federal gross income certain state and
local taxes paid during the year. However, Colorado does not permit
individuals, estates, and trusts to deduct any state income taxes paid for
the purposes of determining Colorado taxable income, and
corporations are only allowed to deduct other state income taxes.
Therefore, statutes [Sections 39-22-104(3)(d) and 39-22-304(2)(d),
C.R.S.] require individuals, estates, trusts, and corporations that deduct
state income taxes on their federal income tax returns to add back all
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or part of the state income tax deductions to federal taxable income
when computing their Colorado taxable income. EXHIBIT 1.1 shows this
calculation as it relates to state income taxes.

EXHIBIT 1.1.
TREATMENT OF STATE TAXES FOR THE PURPOSES OF
CALCULATING FEDERAL TAXABLE INCOME AND
COLORADO TAXABLE INCOME

Federal Gross Income

FEDERAL DEDUCTIONS ?

Federal taxable income

+

STATE INCOME TAXES INCLUDED IN FEDERAL DEDUCTIONS

Colorado Taxable Income

SOURCE: Office of the State Auditor analysis of federal and Colorado taxable income
calculations.
! Federal deductions include the amount of state and local taxes paid during the year.

However, Colorado’s requirement that taxpayers add back the amount
of state income taxes deducted from federal income when calculating
Colorado taxable income creates a potential discrepancy in the
following tax year if taxpayers overpay their state income taxes and
receive a state income tax refund. Overpayment of individual income
taxes is common and typically occurs when the taxpayer’s estimated tax
payments or withholding exceed the amount of tax due for the tax year.
When a taxpayer overpays their state income taxes, the State issues the
taxpayer a refund or credit for the overpayment amount in the
following year, after the taxpayer has filed their tax return. To the
extent that the taxpayer deducted state income taxes on their federal
return and the deduction reduced the taxpayer’s federal tax liability,
federal law [26 USC 61] requires some or all of the state refund or credit
to be added back to federal gross income for the tax year in which the
refund was actually received, which is typically the following year. This
is because the taxpayer received a larger federal deduction than they
should have in the first year since the amount deducted was based on



the original amount of state taxes paid, prior to the refund or credit. A
discrepancy occurs in this situation because the state tax refund or credit
must be included in federal taxable income for the following year and
thus, would also be included in the taxpayer’s Colorado taxable income
for the following year. This means that the refund or credit gets taxed
by the State. ExXHIBIT 1.2 illustrates how this discrepancy occurs.

EXHIBIT 1.2.

EXAMPLE DEMONSTRATING THE TAXATION OF THE STATE
INCOME TAX REFUND BY THE STATE WITHOUT THE STATE
INCOME TAX REFUND DEDUCTION

TAXYEAR1 TAX YEAR 2

Federal Gross Income (Tax Year
2 Includes State Refund Amount) $1,000 $1,010
_ Federal Deduction for State
Income Taxes Paid -$50 -$50
= Federal Taxable Income $950 $960
. Federal Deduction for State
APDBACK: Income Taxes Paid +$50 +30
= Colorado Taxable Income $1,000 $1,010
State Refund for Amount Overpaid in State $10
Income Taxes in Year 1
TAX PAID ON THE REFUND AMOUNT I $0.46*

SOURCE: Office of the State Auditor analysis of federal and Colorado taxable income
calculations

1Calculated at state income tax rate of 4.63 percent multiplied by the amount of the state
income tax refund included in federal taxable income.

The State Income Tax Refund Deductions allow taxpayers to reconcile
this discrepancy. These tax expenditures allow taxpayers to deduct the
amount of the state refund or credit included in federal gross income
when calculating their Colorado taxable income for the following year
(i.e., the year the refund was received). Specifically, individuals, estates,
and trusts may subtract a refund or credit for overpayment of income
taxes imposed by Colorado or any other taxing jurisdiction, to the
extent it was included in federal taxable income. Corporations may
deduct only refunds or credits for overpayment of income taxes imposed
by Colorado, to the extent they were included in federal taxable income.
Pass-through entities, such as partnerships, limited liability companies,
and S-corporations, are not subject to income tax at the entity-level in
Colorado. Rather, the partners, members, or shareholders are subject
to income tax at the individual-level and can use these deductions on
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their individual income tax returns. ExXHIBIT 1.3 provides a summary of
this calculation.

EXHIBIT 1.3.
CALCULATING COLORADO TAXABLE INCOME WITH A
FEDERAL STATE AND LOCAL TAX DEDUCTION AND
STATE INCOME TAX REFUND

Federal Gross

Income Federal
(Includes State _  Itemized Deductions (Including — Taxable
Income Tax State and Local Tax Deduction)
Income
Refund)

Any State Income
All State Income Y

Taxes Deducted on Tax Refund
Included in Federal
Federal Returns

.. Taxable Income
Federal (Individuals, Estates, . Colorado
+ (Individuals, Estates, —
Taxable Trusts) or Colorado ~ — Taxable
Trusts) or Colorado
Income Income Taxes Income

Deducted on Federal  "°OMe Tax Refund
Included in Federal
Returns

(Corporations) Taxable Income
P (Corporation)

SOURCE: Office of the State Auditor analysis of federal and Colorado taxable income
calculations.

Individuals claim the State Income Tax Refund Deduction on Line 1
(““State Income Tax Refund™) of the Subtractions from Income Schedule
(Form DR 0104AD). Estates and trusts claim the deduction on Line 5
(““Other Subtractions™) of the Colorado Fiduciary Income Tax Return
(Form DR 0105). C-corporations claim the deduction on Line 13 (““Other
Subtractions™) of the Colorado Corporation Income Tax Return (Form
DR 0112).

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURES?

Statute does not explicitly identify the intended beneficiaries of the State
Income Tax Refund Deductions. Based on the statutory language of the
deduction and interactions between federal and Colorado tax laws, we



inferred that the intended beneficiaries of the deductions are Colorado
taxpayers that itemize state income tax deductions on their federal tax
returns and subsequently receive state income tax refunds or credits for
overpayment of income taxes.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute does not explicitly state the purpose of the State Income Tax
Refund Deductions. Based on our review of federal and state statutes,
legislative history, Department of Revenue taxpayer guidance documents,
and discussions with Certified Public Accountants (CPAs), we inferred that
the purpose of these deductions is to prevent refunds and credits from
being taxed by the State because they are included in taxpayers’ federal
gross income. Furthermore, because these deductions were created with
the same legislation [House Bill 64-1003] that transitioned Colorado from
calculating its own state income tax base to using the federal income tax
base as the starting point for determining Colorado taxable income, we
determined that these deductions are structural tax expenditures that
reconcile the federal and Colorado tax systems.

ARE THE TAX EXPENDITURES MEETING THEIR PURPOSE
AND WHAT PERFORMANCE MEASURES WERE USED TO
MAKE THIS DETERMINATION?

We determined that these deductions are generally accomplishing their
purpose since taxpayers are aware of them and use them as intended to
prevent being taxed on state refunds and credits due to overpayment of
income taxes.

Statute does not provide quantifiable performance measures for these
deductions. Therefore, we created and applied the following
performance measure to determine the extent to which the State Income
Tax Refund Deductions are meeting their purpose:
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PERFORMANCE MEASURE: To what extent are Colorado taxpayers using
the deductions to prevent state refunds and credits due to overpayment
of state income taxes from being taxed?

RESULT: We estimate that approximately 94 percent of the individuals
eligible for the State Income Tax Refund Deduction claimed it in Tax
Year 2015 (the most recent year that data were available). To prepare
our estimate, we used Department of Revenue data showing that about
413,000 full-year resident individual taxpayers claimed the Income Tax
Refund Deduction. We compared that number to Internal Revenue
Service Statistics of Income data, which indicated that approximately
439,000 individuals in Colorado overpaid their state income taxes and
included the refund in their Tax Year 2015 federal gross income, and
thus, would have likely qualified for the deduction.

Furthermore, it appears that eligible individual taxpayers are generally
aware of the deduction. According to tax return preparers we contacted,
tax return preparers in Colorado are well aware of the deductions, so
eligible taxpayers who use a tax return preparer are very likely to claim
them. Additionally, for individual taxpayers who prepare their own
returns, Department of Revenue Form DR 104AD and Revenue Online,
the Department of Revenue’s electronic tax return filing service, clearly
indicate where to claim this deduction. TurboTax, a tax preparation
software that taxpayers can use to prepare and file their own taxes,
automatically deducts state tax refunds from federal taxable income
when preparing a Colorado return if the taxpayer filled out their federal
tax return on TurboTax.

The Certified Public Accountants (CPAs) we spoke with also indicated
that tax return preparers for corporations are well aware of the
deduction. Although most corporations are unlikely to use the deduction
because they use accrual basis accounting and accrue the exact amount
of taxes that they owe, those that use cash basis accounting, may overpay
their taxes, receive a refund, and therefore use the deduction. However,
we were unable to determine the number of corporations that claimed
this deduction because the Colorado Corporation Income Tax Return



(Form DR 0112) combines the Income Tax Refund Deduction with
several other deductions on a line for “Other Subtractions.” In Tax Year
2015, almost 50,000 corporations filed income tax returns in Colorado,
and approximately 2,800 filled out the line for “Other Subtractions.”
Therefore, up to 6 percent of corporations may have claimed the
deduction, although we lacked the data necessary to say definitively the
proportion of these taxpayers that took it.

We were also unable to determine how many estate and trust taxpayers
claimed the deduction because the Colorado Fiduciary Income Tax
Return (Form DR 0105) combines the State Income Tax Refund
Deduction with several other deductions on a line for “Other
Subtractions.” Additionally, the combined figure from the *“Other
Subtractions™ line of the return is not retrievable from GenTax, the
Department of Revenue’s tax processing system.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURES?

According to Department of Revenue taxpayer data, individual
taxpayers claimed approximately $1.0 billion in State Income Tax
Refund Deductions in Tax Year 2015, which resulted in a $47.7 million
reduction in state revenue.

The Department of Revenue was unable to provide specific data on the
total amount claimed under the State Income Tax Refund Deductions by
corporations and the revenue impact attributable to those claims.
However, Department of Revenue data indicate that in Tax Year 2015,
corporations claimed approximately $1.1 billion on the “Other
Subtractions™ line of the Corporation Income Tax Return (Form DR
0112), which resulted in foregone revenue of $51.4 million to the State.
This line includes the State Income Tax Refund Deduction for
Corporations plus nine other income tax deductions. Based on our
conversations with CPAs regarding how corporations accrue and deduct
their taxes and due to the fact that it is likely that the other deductions
included on the reporting line have a significant revenue impact as well,
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we would expect the amount attributable to the State Income Tax Refund
Deduction for Corporations to be substantially less than $51.4 million.

The Department of Revenue was also unable to provide us with specific
data on the total amount claimed under the State Income Tax Refund
Deduction by estates and trusts and the revenue impact attributable to
those claims. The Colorado Fiduciary Income Tax Return (Form DR
0105) combines the State Income Tax Refund Deduction with eight
other deductions on a line for ““Other Subtractions.” However, the total
amount reported on the “Other Subtractions™ line of the DR 0105 is
not retrievable from GenTax. Therefore, we are unable to provide a
maximum possible impact for the State Income Tax Refund Deduction
for estate and trust claims.

It is likely that the revenue impact of the State Income Tax Refund
Deductions will decrease for Tax Years 2018 through 2025 due to recent
federal tax law changes. Specifically, the 2017 Tax Cuts and Jobs Act
[Pub. L. 115-97] established a federal $10,000 state and local tax
deduction limit for individual, estate, and trust taxpayers and raised the
federal standard deduction available to individual taxpayers from $6,350
($12,700 for jointly filed returns) to $12,000 ($24,000 for jointly filed
returns), increased annually for inflation, for Tax Years 2018 through
2025. These changes will likely result in fewer individual taxpayers
itemizing deductions on their federal income tax returns and fewer
individuals claiming the state and local tax deduction, which is an
itemized deduction for Tax Years 2018 through 2025. As a result, fewer
taxpayers will have a need and/or qualify for the State Income Tax
Refund Deductions.

Although we lacked data to estimate the potential decrease in revenue
impact due to changes in federal tax law, it appears that the decrease
could be substantial. The Tax Foundation estimated that prior to the
passage of the 2017 Tax Cuts and Jobs Act, approximately 30 percent of
national filers itemized their deductions and that less than 10 percent are
expected to do so under the new law. In Tax Year 2015, 34 percent of
Colorado full-year resident individual taxpayers itemized deductions on
their federal income tax returns, which was similar to national



percentages. If the Tax Foundation’s prediction is correct and Colorado’s
filing patterns generally follow national patterns, the number of
taxpayers who itemize their deductions will decrease more than 66
percent. This would mean that 14 percent or less of Colorado individual
taxpayers would be expected to itemize their federal deductions. Since
individual taxpayers must itemize their federal deductions in order to
qualify for the State Income Tax Refund Deduction, it appears likely that
there will be a corresponding decrease in its use.

The volume of corporations claiming the State Income Tax Refund
Deduction should not change significantly due to recent federal tax law
changes because the standard deduction increase only applies to
individual taxpayers, and the state and local tax deduction limit only
applies to individual, estate, and trust taxpayers.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURES HAVE ON BENEFICIARIES?

If these deductions were eliminated, it could result in taxpayers
incurring a larger Colorado tax liability when they overpay their state
income taxes, to the extent that the taxpayers itemize state income tax
deductions on their federal returns and refunds or credits are included
in federal gross income. EXHIBIT 1.4 shows the state tax liability for a
hypothetical individual taxpayer who itemized deductions for federal
tax purposes under three scenarios: (1) if overpayment of state taxes did
not occur, (2) if overpayment occurred and the taxpayer took the State
Income Tax Refund Deduction, and (3) if overpayment occurred and
the taxpayer did not take the State Income Tax Refund Deduction.
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EXHIBIT 1.4.
INDIVIDUAL TAXPAYER SCENARIOS WITH AND WITHOUT
OVERPAYMENT OF STATE TAXES AND WITH AND WITHOUT
THE STATE INCOME TAX REFUND DEDUCTION

IF OVERPAYMENT B GVEREE TENT IF OVERPAYMENT
DID NOT OCCUR OCCURRED,
OCCURRED, WITH
DURING THE e WITHOUT
PRIOR YEAR DEDUCTION

State Income Tax Refund
for Overpayment of State
Income Taxes in the Prior $0 $630 $630
Tax Year
Other Federal Gross +$100,000 + $100,000 + $100,000
Income
Federal State Income Tax
Deduction - $5,000 - $5,000 - $5,000
Federal Taxable Income = $95,000 = $95,630 = $95,630
State Add-back of Federal
State Income Tax + $5,000 + $5,000 + $5,000
Deduction
State Income Tax Refund
Deduction e
Colorado Taxable Income =$100,000 =$100,000 =$100,630
Colorado Tax (Colorado
Taxable Income x 4.63 $4,630 $4,630 $4,659
percent)

SOURCE: Office of the State Auditor analysis of Sections 39-22-104(4)(e) and 39-22-304(3)(f),
C.R.S.

As ExHIBIT 1.4 demonstrates, the result of a taxpayer taking the State
Income Tax Refund Deduction is the same as if the overpayment of taxes
had not occurred. If overpayment of state income taxes occurs, the
taxpayer includes the refund amount in their federal gross income, and
the State Income Tax Refund Deduction is not taken, the taxpayer in this
example would incur a $29 (less than 1 percent) higher Colorado tax
liability.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES
OR THROUGH OTHER PROGRAMS?

Of the 39 states (excluding Colorado) and the District of Columbia that
have a broad-based income tax that uses federal taxable income or
adjusted gross income as a starting point for calculating state taxable
income for individuals, estates, and trusts, at least 35 states and the



District of Columbia (90 percent) have a state income tax refund
deduction or exclusion for individuals, estates, and trusts.

Of the 43 states (excluding Colorado) and the District of Columbia that
have a broad-based corporate income tax that uses federal taxable
income as the starting point for calculating state taxable income, at least
26 states and the District of Columbia (61 percent) have a similar
deduction or income exclusion for state income tax refunds included in
federal gross income.

We did not identify any other Colorado tax expenditures, federal tax
provisions, or programs with a similar purpose.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURES?

The Department of Revenue was not able to provide us with data for the
estates, trusts, and corporations that claimed the State Income Tax Refund
Deductions. Currently, estate and trust taxpayers claim the deduction on
Line 5 (“Other Subtractions”) of the Colorado Fiduciary Income Tax
Return (Form DR 0105), which also includes several other deductions. C-
corporations claim the deduction on Line 13 (““Other Subtractions’) of the
Colorado Corporation Income Tax Return (Form DR 0112), which also
includes several other deductions. In all cases, taxpayers are required to
submit explanations for the deductions taken as other subtractions, but
these explanations are not captured by GenTax.

Due to these limitations, we were unable to determine how many estate,
trust, or corporation taxpayers claimed these deductions. Additionally,
we were unable to provide a revenue impact attributable to the estates,
trusts, and corporations claiming this deduction.

To address these limitations, the Department of Revenue would have to
create new reporting lines on the DR 0105 and DR 0112 and then
capture and house the data collected on those lines in GenTax, which
would require additional resources (see the Tax Expenditures Overview
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Section of the Office of the State Auditor’s September 2019 Tax
Expenditures Compilation Report for additional details on the
limitations of Department of Revenue data and the potential costs of
addressing the limitations).

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO REVIEW THE STATE INCOME TAX
ADD-BACK PROVISION FOR INDIVIDUALS, ESTATES, AND TRUSTS [SECTION
39-22-104(3)(d), C.R.S.] FOR TAX YEARS 2018 TO 2025 TO ADDRESS
CHANGES TO FEDERAL TAX LAW. Specifically, the 2017 Tax Cuts and Jobs
Act [Pub. L. 115-97] established a $10,000 state and local tax deduction
limit for individuals, estates, and trusts for Tax Years 2018 to 2025. Prior
to Tax Year 2018, there was no limit on the amount of state and local
taxes that could be deducted. Federal law [26 USC 164] allows taxpayers
to deduct state and local real property taxes, personal property taxes, and
income or sales taxes, but does not designate the order in which the
deductions must be taken or require that the full amount of taxes
incurred be deducted. Colorado statute [Section 39-22-104(3)(d), C.R.S.]
requires that only state income taxes taken as a federal deduction be
added back to federal taxable income when calculating Colorado taxable
income, but does not address how taxpayers should apportion the state
and local taxes for the purposes of determining their state tax liability
with the federal $10,000 state and local tax deduction limit in place. If a
Colorado taxpayer itemized deductions and chose to deduct only
property taxes on their federal income tax return and the taxpayer
subsequently receives a state income tax refund, the taxpayer would not
be required to include the state income tax refund in their federal gross
income in the year the refund is received. Consequently, the taxpayer
would not need/qualify for the State Income Tax Refund Deduction.

For federal tax purposes, a taxpayer with high property and state
income taxes may choose to deduct only property taxes if they have
$10,000 or more in property taxes to reach the federal limit. In this
case, the taxpayer would have no state income tax add-back and would



have a lower state tax liability than, for example, if they chose to deduct
their state income taxes on their federal return.

ExHiBIT 1.5 illustrates the impact on the Colorado taxable income and tax
liability of a hypothetical individual taxpayer who itemized deductions for
federal tax purposes under three scenarios: (1) prior to the enactment of
the federal $10,000 state and local tax deduction limit, (2) current law
assuming the taxpayer chooses to deduct only local property taxes on their
federal return to reach the $10,000 deduction limit, and (3) current law
assuming the taxpayer chooses to deduct only state income taxes on their
federal return to reach the $10,000 deduction limit.

EXHIBIT 1.5.
INDIVIDUAL TAXPAYER SCENARIOS WITH DIFFERENT STATE
INCOME TAX ADD-BACK PROVISIONS

Taxpayer’s State and Local Real Property Taxes $12,000
Taxpayer’s State Income Taxes $25,000
Taxpayer’s Federal Itemized State and Local Tax Deduction? $10,000
COLORADO TAX CALCULATION
CURRENT LAW CURRENT LAW
PRIOR TO
$10.000 ASSUMING TAXPAYER  ASSUMING TAXPAYER
’ DEDUCTS ONLY LocAL DEDUCTS ONLY STATE
DEDUCTION
PROPERTY TAXES ON INCOME TAXES ON
LimiT
FEDERAL RETURN FEDERAL RETURN
Income Before Federal
State and Local Tax $500,000 $500,000 $500,000
Deductions
Federal State and
Local Tax Deductions -$37,000 -$10,000 -$10,000
Federal Taxable $463,000 $490,000 $490,000
Income
State Add-back of
State Income Taxes +$25,000 +3$0 +$10,000
Deducted Federally
Colorado Taxable $488,000 $490,000 $500,000
Income
Colorado Tax
Liability (Colorado $22,594 $22,687 $23,150

Taxable Income x
4.63 percent)
SOURCE: Office of the State Auditor analysis of the state income tax add-back provision in
Section 39-22-104(3)(d), C.R.S.

1 Scenarios exclude other itemized federal deductions in order to isolate the impact of the state
and local tax deduction.

2 For simplification purposes, this example requires no state modifications under Section 39-22-
104, C.R.S., or Article 22, except the state income tax add-back.
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As EXHIBIT 1.5 demonstrates, under current law, taxpayers can minimize
their Colorado tax liability by not deducting their state income taxes on
their federal return if they have sufficient local property tax liability to
reach the $10,000 federal limit on the state and local tax deduction.
Therefore, the federal limit creates a relative advantage for taxpayers
with high local property taxes, for example taxpayers who own large or
multiple properties. These taxpayers would also be less likely to qualify
for the State Income Tax Refund Deduction because they would have less
in state income taxes deducted from their federal return that could have
later been subject to a state income tax refund inclusion on their federal
returns. Taxpayers who paid less local property taxes would be at a
relative disadvantage because they would need to deduct more in state
income taxes to reach the $10,000 federal cap and would then be
required to add back more of their federal deduction when calculating
their Colorado taxable income. These taxpayers would be more likely to
qualify for the State Income Tax Deduction because they are more likely
to have deducted state income taxes that were later subject to a state
income tax refund inclusion on their federal return.

Because the federal cap on state and local tax deductions was not in place
when the General Assembly created the State Income Tax Refund
Deduction and the State’s current law regarding what federal deductions
taxpayers must add back to their federal taxable income to calculate their
Colorado taxable income, it may want to consider whether to address
the potential difference in Colorado taxable income based on how
taxpayers choose to deduct state and local taxes when filing their federal
returns. For example, the General Assembly could require that taxpayers
add back some portion of the state income taxes they could have
deducted on their federal return, up to $10,000.

It is important to note that this issue is more likely to impact higher-
income taxpayers who itemize their deductions and have more than
$10,000 in state and local tax liabilities. Most individuals in Colorado
would likely not be impacted because they either use the standard
deduction on their federal return or because they have less than $10,000
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in state and local taxes to deduct when itemizing their federal deductions.
In addition, under current law, the federal state and local tax deduction
limit may increase taxpayers’ taxable income overall, at both the federal
and state level. Therefore, some taxpayers may be likely to pay more in
taxes under the current law than they would have prior to the federal
deduction limit, regardless of how they choose to structure their state and
local tax deduction.
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CAPTIVE INSURANCE
PREMIUM TAX
EXEMPTIONS

EVALUATION RESULTS

WHAT ARE THESE TAX EXPENDITURES?

This evaluation includes two structural tax expenditure provisions
available to captive insurance companies (captives). Captives are
insurance entities created and fully owned by one or more parent
companies to insure the property or risks of the parent company(ies)
(they typically do not sell insurance to other companies). Under this
arrangement, the captive is generally structured as a separate business
entity from the parent company and charges the parent company
premiums for insurance contracts to cover risks to the parent company.
They are a vehicle some companies use to self-insure, limit the potential
liability to the parent company, and reduce the cost of insurance.

Captives that do business in Colorado are liable for a premium tax on
the property or risks that they insure in state (or outside of Colorado, if
no other state has levied tax on them), which, according to Section 10-
6-128(2), C.R.S., is calculated as the greater of:

A $5,000; or
B The following calculations:
1 Direct insurance premiums
a. 0.5 percent of their first $25 million
b. plus 0.25 percent of their next $50 million

c. plus 0.1 percent of the rest



2 Plus reinsurance premiums
a. 0.25 percent of their first $20 million

b. plus 0.1 percent of the rest

As shown, statute establishes separate rates for direct premiums and
reinsurance premiums collected by captives. Direct premiums are
premiums insurers collect from the businesses or individuals’ whose risk
they are covering. Reinsurance premiums are premiums insurers collect
from other insurance companies in exchange for assuming the liability
for the risk of losses under policies written by the other insurer.

Section 10-6-128, C.R.S., provides the following two exemptions from
the premium tax owed by captives:

Captive Return Premium Exemption [Section 10-6-128(1), C.R.S.].
This provision, enacted in 1972, allows captives to not include in their
taxable premiums ““return premiums,” which include any amounts
returned or credited to policyholders due to dividends issued, early
cancellation of their policies, overpayments, errors, audits, or
reductions in coverage. One common example of such returns is
worker’s compensation policies. Specifically, a company may project
needing coverage for 30 employees and pay premiums based on this
number, but at the end of the year have only employed 20. Depending
on the terms of the policy, an insurer may return a portion of the

premium paid to the insured.

Captive Receipt of Assets Exemption [Section 10-6-128(2)(e), C.R.S.].
This provision, enacted in 1992, allows captives to not include any
assets that they receive ““in exchange for the assumption of existing loss
reserves and other liabilities” in their taxable premiums. According to
Division of Insurance staff, this relates to a specific type of contract
between insurers, called assumption reinsurance, in which one
insurance company, serving as a reinsurer, takes on liability for another
insurer’s liability for losses in exchange for a premium. As part of this
type of reinsurance contract, the first insurance company may also
transfer assets (typically cash or cash equivalents) to the reinsurer that
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serve as collateral to cover balance sheet requirements under Colorado
insurance regulations. The transferred assets are typically held by the
reinsurer for the duration of the reinsurance contract and returned at
the end of the coverage period. This tax expenditure exempts the assets
transferred to captives under this type of arrangement from being
treated as premiums, which are taxable under this type of contract.

Captives do not formally claim the Captive Return Premium Exemption
or the Captive Receipt of Assets Exemption. They are able to apply
them by not including the value of the transactions covered by the
exemptions in the premium revenue they report to the Division of
Insurance for the purposes of determining their tax liability.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURES?

The intended direct beneficiaries of these exemptions are captive
insurers doing business in Colorado and captives’ parent companies are
indirect beneficiaries since they may receive lower premiums as a result
of the exemptions. According to the Center for Insurance Policy
Research, captives are often able to underwrite the same range of risks
as other insurance companies, such as life, health, and, most commonly,
property/casualty insurance. Although they have been used since the
1950’s, they were less common until the mid-1980s, when commercial
insurance underwent a period of rising costs. Captives can allow a
parent company to obtain coverage that would be unobtainable or
unaffordable in commercial insurance markets. Captives also grant
their parent companies direct access to reinsurance markets, which can
further reduce the cost of distributing risk.

According to the Insurance Information Institute, there are more than
3,000 captives operating in the U.S.; of these, there were seven
domiciled in Colorado, all of which issue property and casualty policies
according to the Division of Insurance. In addition, because out-of-state
captives may also provide insurance in the state, there are likely
additional captives operating in Colorado, although the Division did
not have data to quantify how many. The seven Colorado-domiciled



captives collected about $81 million in premiums and paid about
$375,000 in premium taxes during Calendar Year 2018.

WHAT IS THE PURPOSE OF THESE TAX EXPENDITURES?

Statute does not explicitly state a purpose for the Captive Return
Premium Exemption or the Captive Receipt of Assets Exemption. Based
on our review of statute, insurance regulations, legislative history, and
similar provisions in other states, we inferred that their purpose is to
prevent captives from being taxed on premiums and transfers of assets
that they cannot retain. These are common structural provisions in the
states that tax captives using a similar structure as Colorado.

ARE THE TAX EXPENDITURES MEETING THEIR PURPOSE
AND WHAT PERFORMANCE MEASURES WERE USED TO
MAKE THIS DETERMINATION?

We determined that the exemptions are meeting their purpose because
they allow captives to avoid paying taxes on payments and transfers of
assets they later return. Although only three of the seven captive insurers
domiciled in the state reported using either exemption, some captive
insurers likely do not make transactions to which the exemptions apply.
According to Division of Insurance staff, the exemptions also align the
State’s definition of “insurance premiums” with the common industry
understanding of the term because insurers do not typically consider
returned premiums and assets they receive as part of assumption
reinsurance contracts as part of their premium collections.

Statute does not provide quantifiable performance measures for these
exemptions. Therefore, we created and applied the following
performance measure to determine the extent to which the exemptions
are meeting their purpose:

PERFORMANCE MEASURE: To what extent do captives use the Captive
Return Premium Exemption and Captive Receipt of Assets Exemption
to avoid being taxed on premium payments and transfers of assets that
they return to policyholders?
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RESULT: CAPTIVE RETURN PREMIUM EXEMPTION. We found that at least
some captives domiciled in Colorado are using this exemption to
prevent the taxation of premiums that they return to policyholders.
Because captives are not required to report to the Division of Insurance
the amount they exempted under this provision, we lacked data to
determine the full extent to which captives are applying it. However, we
contacted all seven of the captives domiciled in Colorado, and three
reported using the exemption, three reported not using it, and one did
not respond to our request for information.

RESULT: CAPTIVE RECEIPT OF ASSETS EXEMPTION. We were unable to
confirm whether this exemption is used by captives in the state. Of the
seven captives domiciled in the state, only two reported being aware of
the exemption and neither applied it to their premium tax returns
because they did not have any eligible transactions to apply it to. Four
other captives reported not being aware of the exemption and one did
not respond to our request for information. Because captives are not
required to report to the Division of Insurance the amount they
exempted under this provision, we lacked data to determine the extent
to which captives may have used the exemption in prior years or
whether captives domiciled outside the state, but operating within the
state, are currently using it. According to Division of Insurance staff,
the type of transactions covered by the exemption still occur within the
insurance industry and are not considered premiums, so the exemption
appears to clarify the treatment of a common industry practice, as
opposed to offering special treatment. Thus, if captives in the state have
eligible transactions in the future, this provision would help clarify that
the transfer of assets is not subject to tax.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURES?

We were not able to estimate the revenue impact of the Captive Return
Premium Exemption or Captive Receipt of Assets Exemption due to a
lack of data. Specifically, captives are not required to report the amount
of either exemption in their premium tax filings with the Division of
Insurance and report their premiums after already subtracting the



amount covered under the exemptions. However, captives only paid
about $375,000 in total premium taxes during Calendar Year 2018 and
only three of the seven captives we contacted reported using either
exemption; therefore, it appears likely that the revenue impact is
relatively small.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURES HAVE ON BENEFICIARIES?

Eliminating these insurance premium tax expenditures would result in
higher taxes for captive insurers doing business in Colorado.
Specifically, without these exemptions, captives would have to calculate
their premium tax liability, including return premiums and assets
transferred temporarily under reinsurance contracts, which would
result in a higher tax base and increase their tax liability. As a result,
insurance costs could rise for companies that use captives to distribute
risk. Along with the higher tax burden, eliminating the exemptions
might also reduce Colorado’s attractiveness as a potential domicile for
captive insurers.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

We identified 23 states (excluding Colorado) and the District of
Columbia that tax captives differently from other types of insurers. Of
these, 20 states and the District of Columbia have an expenditure
similar to the Captive Return Premiums Exemption. In addition, all of
the 15 states and the District of Columbia that apply a tax to the
reinsurance premiums of captive insurers have an expenditure similar
to the Captive Receipt of Assets Exemption that exempts assets received
as collateral in an assumption reinsurance transaction from taxation.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

The Return Premium Deduction [Section 10-3-209(1), C.R.S.] allows non-
captive insurers to claim an exemption for returned premiums, similar to
the Captive Return Premium Exemption. Together, the provisions allow
all types of insurers to avoid paying taxes on return premiums.
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WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURES?

The Division of Insurance does not collect information on either
exemption from captives in their premium tax filings. Specifically,
captives do not include the value of the transactions covered by the
exemptions when entering their premium amount on Division of
Insurance tax reporting forms. Therefore, we lacked data on how much
captives doing business in Colorado are claiming for either exemption.
Although the Division of Insurance could add reporting lines to its
return form and require captives to report the exemption amounts, this
would likely require additional resources and staff time for the Division
of Insurance and could increase taxpayers’ reporting costs.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

We did not identify any policy considerations related to the Captive
Return Premium Exemption or the Captive Receipt of Assets
Exemption.
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PLAN INSURANCE

‘We Set the Standard for Good Government

PREMIUM TAX DEDUCTION

EVALUATION SUMMARY

YEAR ENACTED
REPEAL/EXPIRATION DATE
REVENUE IMPACT

NUMBER OF TAXPAYERS
AVERAGE TAXPAYER BENEFIT
IS IT MEETING ITS PURPOSE?

WHAT DOES THIS TAX
EXPENDITURE DO?

The Employee Retirement Plan Insurance
Premium Tax Deduction (Employee
Retirement Plan Deduction) allows insurers
to deduct from their taxable premiums any
premiums collected after 1968 for polices
issued on pensions, profit-sharing, or
annuity plans taken out by employers for
their employees, if contributions to such
plans are deductible from those employers’
net income.

WHAT DID THE EVALUATION FIND?

The Employee Retirement Plan Deduction
is meeting its purpose, but to a small extent
because only a small percentage of
employers offer the types of employee
retirement plans that are covered by the
deduction and other tax expenditures
provide overlapping benefits.

APRIL 2019
2019-TE9
1969
None
$186,000 (TAx YEAR 2018)
45
$4,100

Yes, but only to a small extent

WHAT IS THE PURPOSE OF THIS
TAX EXPENDITURE?

Statute does not explicitly state a
purpose for the Employee Retirement
Plan Deduction. Based on statutory
language, legislative history, and similar
provisions in other states, we inferred
that its purpose is to increase employers’
provision of pension, profit-sharing,
and annuity plans by reducing the cost
of life insurance products, such as life
insurance and annuities, which are
typically connected to these plans.
WHAT POLICY CONSIDERATIONS
DID THE EVALUATION IDENTIFY?
The General Assembly may want to
clarify whether the deduction covers
insurance policies connected with
retirement plans established by
employers that are not organized as C-
corporations, for example, limited
liability companies, S-corporations, and
partnerships. In addition, the General
Assembly may want to consider
including insurance policies issued in
connection with additional types of
employee retirement plans, such as
401(k) plans, within the deduction.

FOR FURTHER INFORMATION ABOUT THIS REPORT, CONTACT THE OFFICE OF THE STATE AUDITOR

303.869.2800 - WWW.COLORADO.GOV/AUDITOR
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EMPLOYEE RETIREMENT
PLAN INSURANCE
PREMIUM TAX
DEDUCTION

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

Colorado levies a 2 percent premium tax on insurance companies’ in-
state premiums, which is the revenue they collect for writing insurance
policies covering property or risks in the state. In 1969, the General
Assembly created the Employee Retirement Plan Insurance Premium
Tax Deduction (Employee Retirement Plan Deduction) [Section 10-3-
209(2)(d)(IV), C.R.S.], which allows insurers to deduct from their
taxable premiums any premiums they collect after December 31, 1968,
on policies or contracts connected to pensions, profit-sharing, or
annuity plans that employers provide to their employees, if the employer
contributions to those plans are deductible for state or federal income
tax purposes. Under Section 10-1-102(12), C.R.S., which defines
“insurance” for the purpose of determining the income subject to the
insurance premium tax, several types of contracts or policies employers
may purchase from insurers when establishing eligible employee
retirement plans are considered insurance, including life insurance and
annuities, which are contracts issued by insurance companies that make
a defined payment or series of payments in the future.

To claim the deduction, insurers enter the amount of premiums
associated with retirement plans that qualify for the Employee
Retirement Plan Deduction on their premium tax return, which they
submit to the Division of Insurance within the Department of
Regulatory Agencies. This amount is deducted from insurers’ taxable
premium amount before calculating the premium tax.



WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not explicitly identify the intended beneficiaries of the
Employee Retirement Plan Deduction. Based on the statute, legislative
history, and similar provisions in other states, we inferred that the direct
beneficiaries of this deduction are life insurance companies doing
business in Colorado. Life insurers offer multiple insurance products
that may qualify for the deduction, such as life insurance and annuities,
which can be used to fund or are otherwise connected to employer-
sponsored pension, profit-sharing, or annuity plans. However, since the
cost of insurance premium tax may be passed on to policyholders, the
employers sponsoring qualifying retirement plans and the employees
who receive benefits from these plans appear to also be the intended
beneficiaries. These policies or contracts typically provide benefits to
the employee and often also cover the employee’s dependents, such as
spouses and children.

Annuities and other life insurance contracts are used by employers who
offer employees “defined benefit” type retirement plans, such as
pensions, which provide a guaranteed payment amount in the future.
Purchasing such contracts fromthird-party insurers allows employers to
provide the employee with a guaranteed benefit at retirement without
having to manage the investment of the funds, which reduces the risk of
having unfunded pension liabilities in the future. For *“defined
contribution” type retirement plans, which provide a specific up—front
contribution with an unknown future value, employers do not have the
same need for life insurance products like annuities because they do not
bear the risk associated with paying a guaranteed amount in the future.
Profit-sharing plans, which are typically structured as defined
contribution plans, allow employers to contribute a discretionary
amount to employees’ retirement plans on a periodic basis, when profits
are known, as opposed to plans where the benefit is defined at the outset
of the period of employment. They may also utilize life insurance
products such as annuities.
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WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute does not explicitly state a purpose for the Employee Retirement
Plan Deduction. Based on statute, legislative history, and similar
provisions in other states, we inferred that the purpose of the deduction
IS to increase employers’ provision of pension, profit-sharing and
annuity plans connected to qualifying life insurance products by
lowering their cost. Although the deduction is claimed directly by
insurers, it was likely intended to reduce the cost of the insurance
products employers purchase in order to provide retirement plans,
based on the expectation that insurance companies would pass the
savings from the deduction on to employers who purchase eligible
insurance products.

This purpose aligns with other legislation the General Assembly passed
at the same time, which also appears to have been intended to expand
access to pensions. Specifically, in 1969, the same year the General
Assembly created this deduction, it passed 17 bills related to expanding
pension benefits or employees’ access to them.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We found that the Employee Retirement Plan Deduction is meeting its
purpose, but only to a small extent because of significant changes to the
types of retirement plans offered by employers and the creation of other
similar tax expenditures since the deduction went into effect.

Statute does not provide quantifiable performance measures for this tax
expenditure. Therefore, we created and applied the following
performance measure to determine the extent to which the deduction is
meeting its inferred purpose:



PERFORMANCE MEASURE: To what extent does the Employee
Retirement Plan Deduction increase employers’ provision of pension,
profit-sharing, and annuity plans to employees?

ReEsSULT: The deduction appears to have only a small impact on
employers’ provision of pension, profit sharing, and annuity plans
based on its limited use and there being relatively few potential
qualifying retirement plans. We lacked data to quantify the actual
extent to which the deduction increased employers’ provision of
qualifying plans. However, in Tax Year 2018, life insurers reported
earning $9.3 million in premiums that qualified for the deduction,
which, based on the 2 percent insurance premium tax and applicable
rate reductions claimed by insurers who took the deduction, would have
resulted in a potential savings of only $186,000 across all employers in
the state who provided qualifying retirement plans. Further, there are
relatively few employers offering “defined benefit” retirement plans,
such as pensions, that would qualify for the deduction. Specifically,
according to the federal Pension Benefits Guarantee Corporation, which
insures almost all private sector defined benefit plans, there were 310
private sector employers in Colorado with employee defined benefit
pension funds as of March 2018. However, we were not able to
determine how many of these employers purchased insurance products
that would qualify for the deduction.

It is possible that the deduction may have had a more significant impact
in prior years; however, major changes to employer-provided retirement
benefits since the deduction was created have significantly reduced the
number of retirement plans with insurance-related components that
would qualify. According to a 2010 Georgetown University Law Center
report, A Timeline of the Evolution of Retirement in the United States,
which compiled data from the Employee Benefits Research Institute, in
1970, 45 percent of all private-sector workers in the U.S. were covered
by a pension plan, a percentage that stayed relatively constant until
1990. Employers often purchased annuities or life insurance policies,
which would qualify for the deduction, from insurers in connection with
defined benefit plans and pensions. Moreover, employer-provided
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profit-sharing plans were sometimes connected with life insurance or
annuities, which would also qualify. However, since the deduction was
created, employers’ use of pensions and other defined benefit retirement
plans eligible for the deduction has declined significantly as defined
contribution plans have become more common. Specifically, in 1974
the federal Employee Retirement Security Act (ERISA) increased federal
regulation of pensions and other defined benefit plans and introduced
individual retirement accounts (IRAs), which are defined contribution
plans. In addition, the federal government created 401(k) plans in 1978,
which are also defined contribution plans and soon became the most
popular type of employee retirement plan. As a result, during the 1980s
through 2000s, most employers who offered their employees retirement
benefits gradually switched from defined benefit plans to defined
contribution plans. Defined contribution plans are not typically
structured as pensions, annuities, or profit-sharing plans and according
to Division of Insurance staff, they are generally not eligible for the
deduction. While employees are still allowed to purchase life insurance
as part of certain defined contribution retirement plans, including
401(k)s, many employers/plans do not offer this option. ExHIBIT 1.1
illustrates the decline of defined benefit plans and the increase of defined
contribution plans among workers in the U.S. during the past four
decades.



EXHIBIT 1.1. U.S. WORKERS WITH RETIREMENT PLAN
COVERAGE BY TYPE OF PLAN, 1983-2016
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SOURCE: Center for Retirement Research at Boston College.

In addition to changes in the insurance market, in 1977, the General
Assembly created the Annuity Exemption under Section 10-3-
209(1)(d)(1V), C.R.S., which exempts all purchases of annuities from
insurance premium taxes regardless of whether the annuities are
connected with an employer-provided retirement plan. Therefore,
annuities, which would otherwise be a common type of insurance
product covered under the Employee Retirement Plan Deduction, are
now exempted under the broader Annuity Exemption and would not
be subject to tax regardless of the deduction.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

In Tax Year 2018, we estimate that the Employee Retirement Plan
Deduction reduced the insurance premium taxes collected by the State
by $186,000, which is equivalent to the amount the 45 insurers who
took the deduction claimed, with three insurers accounting for 67
percent of the eligible premiums. We calculated this estimate using
premiums data provided by the Division of Insurance and based on the
2 percent premium tax and applicable rate reductions that the insurers
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who took the deduction also claimed. Of the insurance premiums that
were used to claim the deduction, 99.8 percent were based on life
insurance policies purchased by employers in connection with
retirement plans. Although employers also purchase annuities in
connection with eligible plans, we did not include annuities in our
revenue impact estimate because all annuities, regardless of whether
they are purchased in connection with employee-sponsored retirement
plans, are now exempt from premium tax under the broader Annuity
Exemption [Section 10-3-209(1)(d)(1V), C.R.S.].

ExHiBIT 1.2 shows the number of insurers claiming the Employee
Retirement Plan Deduction and its estimated revenue impact since
2005, the first year for which the Division has data.
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EXHIBIT 1.2. ESTIMATED REVENUE IMPACT OF EMPLOYEE
RETIREMENT PLAN DEDUCTION, 2005-2017
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SOURCE: Office of the State Auditor analysis of Division of Insurance data.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

Eliminating the Employee Retirement Plan Deduction would result in a
slightly higher tax burden for the 45 insurers who are claiming the
deduction. Overall, the additional tax would apply to 0.6 percent, or
$9.3 million, of the $1.5 billion in life insurance premiums these
insurers received in Tax Year 2018, for a total tax increase of about
$186,000. To the extent that these insurers would pass the additional 2
percent premium tax on to purchasers, eliminating the deduction could
also cause a corresponding increase in costs to employers and employees
who purchase insurance policies that qualify.

Eliminating the deduction might also result in a higher tax burden for
Colorado-domiciled insurers doing business in other states. This is
because 49 states (including Colorado) and the District of Columbia
have retaliatory insurance provisions in their statutes that allow them
to impose taxes or other requirements on out-of-state insurers at the
same level that other states impose taxes and requirements on their
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home-state insurers. Since eliminating the deduction would increase the
effective tax rate of these 45 insurers, it is possible that other
jurisdictions would respond by slightly raising taxes on Colorado-
domiciled insurers. However, as noted below, only 15 states and the
District of Columbia have a similar provision.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

Of the 48 states (excluding Colorado) and the District of Columbia that
levy an insurance premium tax, the following 16 jurisdictions have an
insurance premium tax deduction similar to the Employee Retirement
Plan Deduction: Delaware (rate reduction for a subset of eligible life
insurance), the District of Columbia, Idaho, Illinois, lowa, Kansas,
Maine, Mississippi, Missouri, Nebraska, New Jersey, North Carolina,
Oklahoma (rate reduction), Tennessee, Washington, and Wyoming.
Among those states, Illinois’, Mississippi’s, and Washington’s
expenditures apply to some or all defined contribution plans, but not to
defined benefit plans. Additionally, Illinois limits deductions to only life
insurance premiums related to retirement plans of certain public sector
employees.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

Since 1977, annuity premiums have been exempt from premium tax in
Colorado under the Annuity Exemption [Section 10-3-209(1)(d)(1V),
C.R.S.]. Although the annuity premiums that qualify for the Employee
Retirement Plan Deduction would also qualify, this exemption is
broader and exempts all annuity premiums from tax regardless of
whether they are connected to an employer-provided retirement plan.
Despite this overlap, taxpayers do not receive a duplicate tax benefit
since both provisions function to eliminate the full tax liability for the
annuity premiums covered.

In addition, the same 1969 bill that created the Employee Retirement
Plan Deduction also created a Tax-Exempt Organization Insurance



Deduction (Section 10-3-209(1)(d)(1V), C.R.S.) for the life insurance,
health insurance, and other insurance premiums purchased by tax-
exempt employers for their employees.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

We did not identify any data constraints related to the evaluation of the
Employee Retirement Plan Deduction.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CLARIFY WHETHER PREMIUMS
FROM RETIREMENT-RELATED INSURANCE POLICIES PURCHASED BY
PARTNERSHIPS, LIMITED  LIABILITY CoMPANIES  (LLCs), S-
CORPORATIONS, AND OTHER PASS-THROUGH ENTITIES SHOULD BE
INCLUDED IN THE EMPLOYEE RETIREMENT PLAN DEDUCTION. According
to statute [Section 10-3-209(1)(d)(1V), C.R.S.], to be eligible for the
deduction, the premiums must be connected to a retirement plan
“established by an employer for employees” and the employer’s
contributions to the plan must be *““deductible by such employer in
determining such employer’s net income as defined in [S]ection 39-22-
304, C.R.S.” However, Section 39-22-304, C.R.S., only defines what
expenses are deductible from the income of C-corporations and
therefore, according to Division of Insurance staff, only premiums for
policies and contracts purchased by C-Corporations are eligible for the
deduction. The Division of Insurance has not established any guidance
for insurance companies regarding this requirement and we were unable
to determine how insurance companies have interpreted and applied the
requirement in practice.

Based on our review of legislative history, it is unclear if the General
Assembly intended to limit the deduction to premiums received from C-
corporations and exclude the premiums received from partnerships,
limited liability companies, or S-corporations. These types of
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businesses, which are known as “pass-through entities,”” allow owners
to pass income and losses from the business through to their individual
tax returns. According to our review of U.S. Census Bureau data, in
Calendar Year 2016, 51 percent of Colorado’s private sector workforce
was employed by a pass-through business. None of the 15 states and
the District of Columbia with tax expenditures similar to the deduction
appear to limit theirs to C- corporations.

If pass-through business entities are included in the deduction, it could
increase the revenue impact to the State, although we lacked data to
estimate this impact.

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER IF INSURANCE
PREMIUMS ISSUED IN CONNECTION WITH OTHER TYPES OF EMPLOYEE
RETIREMENT PLANS SHOULD ALSO BE ELIGIBLE FOR THE EMPLOYEE
RETIREMENT PLAN DeDUCTION. When the deduction was created in
1969, most defined contribution retirement plans that are in use today
were not yet allowed by the federal tax code. Today, employees often
have access to a range of defined contribution retirement plans, such as
401(k) plans, 457 plans for employees of states and local governments,
and IRAs. According to the Center for Retirement Research at Boston
College, these plans were initially viewed mainly as supplements to
employer-funded pension and profit-sharing plans, but are now the
primary retirement plan for most employees. Life insurance premiums
connected to these plans are typically not eligible for the deduction,
which limits eligibility to “pension, profit sharing, or annuity plan[s].”
Based on the changes to the retirement plans employers typically offer,
the General Assembly may want to consider whether this limitation is
consistent with the deduction’s purpose. Of the 15 other states and the
District of Columbia with tax expenditures similar to the deduction, 14
explicitly allow life insurance products connected to one or more
defined contribution plans to also qualify, and one—Nebraska—
explicitly allows insurance-related to IRAs to qualify.

Making premiums connected to other types of retirement plans eligible
for the deduction would likely increase the revenue impact to the State.
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Although we lacked data to estimate this cost, the impact would be
limited to premium taxes collected on insurance policies issued in
connection with these plans. For example, if an employer offered life
insurance in connection with a 401(k) plan, the premiums for the life
insurance could be covered by the deduction and reduce the revenue the
State would collect. The amounts the employer contributed to the
401(k) are not insurance and therefore, would not be eligible for the
deduction or subject to the insurance premium tax.
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FRATERNAL SOCIETY
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EVALUATION SUMMARY

YEAR ENACTED
REPEAL/EXPIRATION DATE
REVENUE IMPACT

NUMBER OF TAXPAYERS
AVERAGE TAXPAYER BENEFIT

IS 1T MEETING ITS PURPOSE?

WHAT DOES THIS TAX
EXPENDITURE DO?

The Fraternal Society Exemption exempts
fraternal benefit societies (fraternals),
which are social groups organized around a
common bond that offer insurance
products to their members, from insurance
premium tax.

WHAT DID THE EVALUATION FIND?

We determined that the Fraternal Society
Exemption is likely meeting its purpose
since fraternals are claiming it and continue
to provide insurance and conduct
charitable activities. However, fraternals
provide a much smaller share of the
insurance market and have a significantly
smaller economic and social impact today
than they had during the time the
exemption was created.

‘We Set the Standard for Good Government

JANUARY 2019
2019-TE2

1883

None

$3.8 million (CALENDAR YEAR 2017)
35

$108,000

Yes, but the insurance market has
changed significantly since its
enactment.

WHAT IS THE PURPOSE OF THIS
TAX EXPENDITURE?

Statute does not explicitly state a
purpose for this expenditure. We
inferred that the purpose is to exempt
fraternals from taxation because,
historically, governments, including the
State of Colorado, have considered
fraternals to be beneficial to the public.

WHAT POLICY CONSIDERATIONS
DID THE EVALUATION IDENTIFY?
The General Assembly may want to
consider reviewing the Fraternal Society
Exemption due to its age and the large
changes in the role of fraternals in
society and the insurance industry since
it was created to assess whether the
exemption continues to serve a valid
purpose.

FOR FURTHER INFORMATION ABOUT THIS REPORT, CONTACT THE OFFICE OF THE STATE AUDITOR

303.869.2800 - WWW.COLORADO.GOV/AUDITOR
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FRATERNAL SOCIETY
EXEMPTION

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

In 1883, Colorado began levying a premium tax on insurance
companies’ in-state premiums, which are the revenues they collect for
writing insurance policies covering property or risks in the State. Since
2000, this tax has been set at 2 percent of the premiums collected. The
bill that created the premium tax, also created the original version of
the Fraternal Society Exemption currently codified in Section 10-3-
209(1)(d)(1), C.R.S., which exempts “fraternal benefit societies”
(fraternals) from the tax.

Under Sections 10-14-101 and 102, C.R.S., for insurers to qualify as
fraternals they must:

Be ““conducted solely for the benefit of [their] members and their
beneficiaries.”

Operate as nonprofits.

Operate through various parent and subordinate “lodges” or
branches with a “ritualistic form of work.”

Have a representative form of government.
Not issue stock.

Fraternals must be licensed with the Division of Insurance, within the
Department of Regulatory Agencies to claim the exemption, and are
required to pay annual fees and abide by specific regulatory
requirements, such as those outlining how they are governed and the
amount of reserves they must hold.



WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

The intended beneficiaries of this expenditure are fraternals operating
in Colorado, which are organized around a common bond shared by
members, such as ethnic or religious ties. According to various studies
of fraternals and historical publications, early fraternals typically
restricted membership to males; however, all but one operating in
Colorado now accept both male and female members. Fraternals are
often modeled on older lodge-based organizations that typically did not
offer insurance, like the Freemasons or Odd Fellows, and became
common across the United States in the late-19th century, particularly
during the period of industrialization. During this time, working-class
families faced significant income-related risks due to potential layoffs,
illnesses, retirement, infirmity, and death of the primary income earner.
Fraternals helped reduce these income risks by providing early forms of
unemployment, worker’s compensation, health, accident, and life
insurance, both by underwriting insurance policies and through
informal, discretionary benefits, at a time when commercial insurance
was either expensive or not available for workers and their families.
They were also known for their social and charitable activities, with
members often receiving other benefits as well, such as scholarship
funds, free educational trainings, job exchanges, and access to events.

By 1895, fraternal societies wrote half of all life insurance policies in
the United States, according to historical publications, and until the
early 20th Century, many fraternals also offered their members early
forms of health insurance through contracting with local physicians. By
1900, research compiled at the time estimated that 40 percent of adult
male Americans were members of one or more fraternals. As shown in
ExHiBIT 1.1, the number of fraternals in the United States began to
decline in the 1930s. Based on academic publications we reviewed, this
occurred because the Great Depression increased claims and reduced
members’ ability to pay dues; access to government welfare programs,
affordable commercial insurance (including life insurance and
healthcare), and affordable entertainment activities increased; and
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states also started increasing fraternals’ reserve and deposit
requirements. This period coincided with a reduction in the number of
members in fraternals, as well. In addition, many fraternals de-
emphasized their social and ceremonial aspects over time and other
fraternals shed their rituals and lodge structures altogether and became
commercial mutual insurers, which are not eligible for the exemption.

EXHIBIT 1.1.
NUMBER OF US FRATERNALS IN OPERATION
1868-2013
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SOURCE: “Close Cousins of Cooperatives: an Overview of Fraternal Benefit Societies™ by
James M. White and Michael A. Boland, Journal of Cooperatives, volume 31, 2016.

As of August 2018, of the 72 fraternals in the United States, 35 operate
in Colorado. These 35 fraternals—30 of which began operating in
Colorado before 1917—have 319 lodges that serve about 116,000
members across the state and received $189 million in premiums from
their Colorado members in Calendar Year 2017. According to the
Division, in Calendar Year 2017:

34 fraternals wrote life insurance policies.
30 fraternals wrote annuity contracts, which provide a future income

stream to investors in exchange for an advance payment or
payments.



14 fraternals wrote accident and health insurance policies.

In addition, some fraternals also offer different products, such as
disability insurance, Medicare supplement insurance, and pre-need
funeral coverage. Life insurance and annuities constituted 87 percent of
the total premiums fraternals received during this time period.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute does not explicitly state a purpose for this tax expenditure. Based
on the enactment date, historical context, and other states’ tax expenditure
evaluations, we inferred that the purpose is to exempt fraternals from
taxation due to the societal benefits they provide. Because the expenditure
was created concurrently with the establishment of the State’s insurance
premium tax, it appears that the exemption was not intended to provide a
new tax benefit for charitable organizations, but instead to define which
entities and individuals would be subject to the tax. In the United States,
there is a well-established history of providing preferential tax treatment
to fraternals—similar to the tax treatment that charitable and non-profit
organizations receive—because governments have considered them to be
beneficial to the public due to their insurance, social, and charitable
activities. Therefore, tax exemptions for fraternal organizations are a
common structural element within many states’ tax codes.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We determined that the Fraternal Society Exemption is meeting its
purpose because Colorado fraternals are using it to avoid paying
insurance premium tax. In addition, many fraternals continue to
provide societal benefits, though the extent of their insurance benefits
are unclear as the insurance industry has changed significantly since the
exemption was created.

Statute does not provide any performance measures for the expenditure.
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Therefore, we created and applied the following performance measures to
determine the extent to which the expenditure is meeting its purpose.

PERFORMANCE MEASURE #1: To what extent has the Fraternal Society
Exemption been used by fraternals?

ResuLT: We found that the exemption is likely being used by all 35 of
the fraternals that have lodges and policyholders in Colorado. We spoke
to staff from the two fraternals headquartered in Colorado, as well as a
number of insurance stakeholders representing all fraternals, and they
were all aware of the exemption. Our interviews with Division of
Insurance staff also indicated that Colorado fraternals that receive
insurance premiums are taking the exemption.

PERFORMANCE MEASURE #2: To what extent are fraternals providing
societal benefits through their insurance, social, and charitable
activities?

ResuLT: We found that, collectively, fraternals continue to provide
benefits to society through their insurance, and social and charitable
activities, but to a significantly lesser extent relative to their impact at
the height of their popularity in the late 1800’s and early 1900’s.
Specifically, based on information from the American Fraternal
Alliance, there are 116,000 members of fraternals in Colorado, or 2.7
percent of the State’s adult population of about 4.3 million. Although
we lacked historical data on fraternal membership in Colorado, our
review of publications on the history of fraternals indicated that at their
peak, between 33 to 40 percent of adult males in the United States, or
about 16.5 to 20 percent of the total population, were members of
fraternals. Similarly, the proportion of insurance policies provided by
fraternals has declined substantially. Historical publications indicate
that as much as 50 percent of the life insurance policies in the United
States were once provided by fraternals. In Colorado, as of Calendar
Year 2017, about 2.4 percent of all life insurance policies were
purchased through fraternals.



Despite their decline in membership and insurance market share, we
found that many fraternals continue to provide social and charitable
benefits to the State. Specifically, according to the American Fraternal
Alliance, fraternal organizations and their members provided about
$8.1 million in charitable contributions and 1.3 million volunteer hours
statewide in Calendar Year 2017. Moreover, fraternals often provide
benefits that are not part of the insurance contract and for which a
premium payment is not charged, such as infant death payments,
orphaned children payments, and scholarships for current members
and/or their spouses and children. However, as discussed below, there
is some evidence suggesting that fraternal insurance policies may no
longer be less expensive than commercial alternatives.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

THE FRATERNAL SOCIETY EXEMPTION HAD A REVENUE IMPACT TO THE
STATE OF $3.8 MILLION IN CALENDAR YEAR 2017. We used data from
the Division of Insurance to estimate this revenue impact. Specifically,
we calculated the premium tax that would be due if fraternals were not
exempt based on the $189 million in premiums that the 35 fraternals
wrote on Colorado policies multiplied by the 2 percent insurance
premium tax rate. The revenue impact to the State is also equivalent to
how much money the policyholders of these fraternals may save, since
premium tax is typically passed on to those who purchase insurance
policies. This impact varies greatly depending on the insurer—
particularly since just three fraternals accounted for 90 percent of
fraternal premiums in Colorado in 2017—and ranged from zero dollars
for a fraternal that wrote no Colorado premiums to $2.6 million for a
fraternal that wrote $128.8 million in premiums. EXHIBIT 1.2 provides
the direct state revenue impact and the average savings realized by the
eligible beneficiaries.
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EXHIBIT 1.2.
STATE REVENUE IMPACT OF FRATERNAL SOCIETY
EXEMPTION
CALENDAR YEAR 2017
NUMBER OF FRATERNALS STATE REVENUE IMPACT
STATE REVENUE IMPACT
CLAIMING EXEMPTION PER FRATERNAL
35 $3.8 million $108,000

SOURCE: Office of the State Auditor analysis of data from the Division of Insurance.

Despite the historical decline in the number of insurance policies
provided by fraternals, the total premiums collected by fraternals, which
correlates with the revenue impact of the Fraternal Society Exemption,
has been relatively stable in recent years. As shown in EXHIBIT 1.3,
fraternal premiums grew slightly from Calendar Year 2009 to 2011,
and have remained at a similar amount through 2017.

EXHIBIT 1.3.
PREMIUMS FROM FRATERNALS IN COLORADO
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SOURCE: Data from the National Association of Insurance Commissioners.

Overall, the Fraternal Society Exemption likely has little impact on the
insurance industry or Colorado citizens’ ability to afford insurance.
Specifically, the $3.8 million in tax savings fraternals received
represents less than 0.1 percent of the $35.8 billion in insurance
premiums collected in the State. Furthermore, because fraternals only
write a small portion of insurance in Colorado, the exemption likely has
little impact on the availability or cost of insurance in the state.



WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

Eliminating the Fraternal Society Exemption would result in a higher
tax burden for fraternals doing business in Colorado. However, who
would experience the specific impact of eliminating the exemption
would depend on how fraternals compensate for this additional
expense. For example, since many fraternals (and their chapters) have
charitable arms, they could compensate for the additional cost by
reducing the amount of money and volunteer time they contribute to
their communities. They may also reduce other non-insurance benefits
available to members, such as aid for lower-income members and
members experiencing a significant crisis. In addition, the fraternals
could compensate for the additional cost by increasing insurance
premiums paid by members. All of the stakeholders we contacted said
that this exemption is beneficial for Colorado’s insurance sector.

Eliminating the exemption could also result in a higher tax burden for
the two Colorado-domiciled fraternals doing business in other states.
This is because 49 states (including Colorado) and the District of
Columbia have retaliatory insurance provisions in their statutes that
allow them to impose taxes, fees, assessments, or other monetary
requirements on out-of-state insurers that would result in an effective
tax rate that is equivalent to the rate that their in-state insurers pay in
other states. Colorado’s retaliatory provision is located at Section 10-3-
209(2), C.R.S. Since eliminating the exemption would increase the
effective tax rate of all fraternals licensed in Colorado, it is possible that
other jurisdictions would respond by raising taxes on Colorado-
domiciled fraternals doing business in their states. Eliminating the
exemption might also slightly increase the accounting burden on
fraternals, given that many other states also offer a similar exemption.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

Provisions similar to the Fraternal Society Exemption exist in all states
and the District of Columbia, although other states sometimes tax
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insurers in different ways. For example, 10 states impose both premium
taxes and income taxes on insurers, and many subject insurers to different
rates depending on their line of business. One state, North Carolina,
limits its exemption to fraternals who only issue policies to members (and
not, for instance, family members or other dependents of members).

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

Fraternals are also exempt from state and federal income taxes, per
Section 39-22-112(1), C.R.S., and Internal Revenue Code (IRC)
501(c)(8). The eligibility requirements of the federal exemption largely
mirror that of the state exemption. However, unlike charitable
organizations that are governed by section 501(c)(3) of the IRC, since a
1996 Colorado Supreme Court ruling, fraternals have not been eligible
for the Sales to Charitable Organizations sales tax exemption provided
by Section 39-26-718(1)(a), C.R.S., which means that they must pay
sales tax on all goods and services they purchase in Colorado. In
addition, taxpayers are also unable to deduct donations to a fraternal
from their state and federal income tax liability, unless that fraternal
created a 501(c)(3) charity.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

We did not identify any data constraints while conducting this
evaluation.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER REVIEWING THE
FRATERNAL SOCIETY EXEMPTION DUE TO ITS AGE AND THE LARGE
CHANGES IN THE ROLE OF FRATERNALS IN SOCIETY AND THE INSURANCE
INDUSTRY SINCE IT WAS CREATED TO ASSESS WHETHER THE EXEMPTION
CONTINUES TO SERVE A VALID PURPOSE. As discussed, membership in



fraternals has declined significantly and fraternals now provide a much
smaller share of the insurance market than they once did during the late
1800’s and early 1900’s. In addition, there now exist private and public
sector safety nets for workers, such as more affordable commercial
insurance, employer-provided group insurance, worker’s compensation
insurance, Social Security, Medicaid, Medicare, and the Supplemental
Nutrition Assistance Program that significantly reduce the demand for
fraternal insurance. Furthermore, while some studies from the late 19th
and early 20th centuries suggest that fraternals offered less expensive
insurance at that time, a 1993 Treasury Department study, as well as
information provided by industry stakeholders suggests that fraternal
insurance policies may currently be priced on par with or be even more
expensive than commercial policies. However, because fraternals
continue to conduct social and charitable activities, and operate as non-
profits, the original purpose of the exemption may still apply to the
extent that it was intended to benefit fraternals due to these aspects of
their operations.
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IN-STATE INVESTMENT
PRE-1959 INSURANCE
PREMIUM TAX
DEDUCTION

EVALUATION RESULTS

WHAT IS THIS TAX EXPENDITURE?

Colorado levies a 2 percent premium tax on insurance companies’ in-
state premiums, which is the revenue insurers collect for writing
insurance policies covering property or risks in the state. The In-State
Investment Pre-1959 Insurance Premium Tax Deduction (Pre-1959
Insurance Deduction) [Section 10-3-209(1)(d)(Ill), C.R.S.] allows
insurers to deduct the value of the premiums they collect from policies
established prior to Calendar Year 1959, if the following four conditions
are met:

IN-STATE INVESTMENT PRE-1959 INSURANCE PREMIUM TAX DEDUCTION

1 They are domiciled in Colorado for regulatory and tax purposes;
2 They maintain their “principal place of business’ in Colorado;

3 They invest 30 percent or more of their assets in
state/county/municipal/special district bonds, property and mortgages
in Colorado, or deposits/stocks/bonds with Colorado organizations,
or organizations that invest 50 percent or more of their assets in
Colorado (investments in United States government bonds, bonds
from any instrumentality of the United States, and deferred or
uncollected insurance premiums and annuity considerations are first
deducted before the calculation is made); and

4 The premiums are fixed and “contractually binding upon the
company,” and therefore, not subject to change after the policy was
originally written.

Although the Pre-1959 Insurance Deduction has been amended several



times since its creation, it was established in 1959 to substantially
maintain the tax treatment of insurance policies that had already been
written. From 1959 through 1969, the General Assembly made
substantial changes to the tax treatment of in-state insurers for policies
written during Calendar Years 1959 and later. Specifically, since 1913,
the State had exempted insurers from premium tax if they invested 50
percent or more of their assets in Colorado property or the bonds of
Colorado public sector entities. Beginning in 1959, the General
Assembly made substantial changes to this provision for policies written
during 1959 and later, including increasing the tax rate and changing
eligibility requirements.

To claim the Pre-1959 Insurance Deduction, insurers deduct the amount
that they are claiming before they report their gross taxable premiums
when they file for their Colorado premium tax with the Division of
Insurance, within the Department of Regulatory Agencies.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not explicitly identify the intended beneficiaries of the
deduction. Based on statute and interviews with stakeholders, we
inferred that the direct beneficiaries of this deduction are life insurers
based in Colorado with significant business operations and investments
in the state. We determined that the primary beneficiaries would be life
insurance companies because the deduction only applies to premiums
that are “fixed and...contractually binding” [Section 10-3-
209(1)(d)(1), C.R.S.]. Our research and interviews with insurance
industry stakeholders indicate that only life insurance policies and
occasionally annuities—both of which are products issued by life
insurers—typically have fixed, unchanging premium amounts written
into a long-term insurance contract.

Since insurance premium tax expenditures result in a tax savings for
insurers, part or all of which is often passed on to policyholders, we
inferred that the indirect beneficiaries of the deduction were intended to
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be Colorado individuals, businesses, and other entities who purchase
policies from eligible insurers.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute does not explicitly state a purpose for the Pre-1959 Insurance
Deduction. Based on statute and legislative history, we inferred that one
purpose of the deduction is to maintain tax certainty for certain life
insurers. According to the Tax Policy Handbook for State Legislators,
3rd Edition published by the National Conference of State Legislatures
“[c]ertainty means that the number and type of tax changes are kept at
a minimum to allow businesses and individuals to plan for the future.”
The same 1959 bill that created the deduction also made certain insurers
that were previously exempt from Colorado premium tax, liable for the
tax for the first time. Thus, the deduction allowed eligible insurance
companies to maintain any life insurance or annuity products in place
at the time without reducing their expected profit from them or raising
rates for future policyholders, since insurers may not be able to increase
the premiums on previously-written life insurance policies and certain
annuity contracts.

Additionally, since the Pre-1959 Insurance Deduction applies only to
insurers that invest a significant portion of their assets in Colorado, we
also inferred that its purpose was to encourage insurers to invest in
Colorado-based assets.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We found that the Pre-1959 Insurance Deduction is no longer meeting
its purposes because few insurers are eligible for it and those who we
identified as potentially eligible are already exempt from insurance
premium tax based on other tax expenditure provisions.

Statute does not provide quantifiable performance measures for the
deduction. Therefore, we created and applied the following



performance measures to determine the extent to which the deduction
IS meeting its inferred purposes:

PERFORMANCE MEASURE #1:. To what extent does the Pre-1959
Insurance Deduction create tax certainty for life insurers and their
policyholders?

REesULT: The deduction is no longer providing tax certainty for life
insurers and their policyholders because there are few potentially
eligible insurers, and those insurers are already exempt from insurance
premium tax based on other tax expenditure provisions. Although the
Division of Insurance did not have data available to confirm that no
insurance companies have claimed the deduction, its data show that of
the 468 insurers licensed in Calendar Year 2018 to issue life insurance
policies and/or annuity contracts in Colorado, only nine met the
requirement of being domiciled in Colorado. Of those nine, the
American Council of Life Insurers, the main trade body for U.S. life
insurers, identified six that might still have active policies that were
issued prior to 1959. We examined financial statements for four of these
six insurers that are commercial insurance companies. Although we
were not able to trace all of their listed investments to individual states
of origin, we found that it is unlikely that they meet the requirement of
investing at least 30 percent of their assets in Colorado-based
investments (even after deducting “bonds, notes or other obligations of
the United States...or any instrumentality of the United States,” per
Section 10-3-209[1][f], C.R.S.). This is consistent with our interviews
with stakeholders, which indicated that most insurers’ investment
portfolios are now highly diversified and unlikely to concentrate such a
high percentage of assets in one state.

For the other two Colorado-based insurers, which are non-profit
fraternal benefit societies, we determined that they may technically
qualify for the deduction because, according to their staff, they do invest
at least 30 percent of their assets in Colorado-based investments. In
addition, one of the staff members estimated that their pre-1959 life
insurance policies represent 2 percent of the premiums they collect each
year. Therefore, these two insurers may have a small amount of
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premiums that are eligible for the deduction. However, as fraternal
benefit societies, these two insurers are already exempt from all
insurance premium tax in Colorado due to the Fraternal Society
Exemption [Section 10-3-209(1)(d)(1), C.R.S.].

Moreover, insurance stakeholders we interviewed indicated that a
minimal amount of premiums are still being paid on pre-1959 life
insurance policies and annuity contracts because such policies would be
at least 60 years old in 2019, and it is uncommon for policyholders to
continue paying premiums on a policy for that amount of time. For
example, if a whole life insurance policy was purchased for an infant in
1958, then the policyholder would have been paying premiums for 61
years and the infant would be at or near retirement age, which,
according to stakeholders, is when many policyholders stop paying their
premiums and start receiving payouts. In addition, such policies are less
valuable to policyholders because they tend to have lower payout
values, since their value does not increase with inflation.

However, we found that the Pre-1959 Insurance Deduction likely did
create a degree of tax certainty for certain life insurers and their
policyholders in the past. In the same 1959 bill that created this
deduction, these insurers were subject to a 1 percent premium tax for
the first time. Without the deduction, the new tax would have
threatened qualifying in-state insurers’ expected profits on their life
insurance policies and some annuity contracts already in effect. Unlike
most other types of insurance policies whose premium rates frequently
change and allow insurers to pass on tax increases to policyholders,
these policies typically keep the premium amounts fixed once effective
and may not allow insurers to pass tax increases on to policy holders.
Although we did not have data necessary to quantify the deduction’s
impact when it was created, it is likely that its impact has gradually
diminished since 1959, as the policies it applied to either were paid-out
or cancelled.

PERFORMANCE MEASURE #2: To what extent is the Pre-1959 Insurance
Deduction incentivizing insurers to invest in Colorado?



RESULT: We found that the deduction is not currently incentivizing
investment in Colorado because, as discussed above, we only identified
two insurers that potentially meet the deduction’s eligibility criteria, and
these insurers are already exempt from insurance premium tax under
the Fraternal Society Exemption. Further, even if these two insurers
were not otherwise exempt from premium taxes, it is unlikely that the
Pre-1959 Insurance Deduction would be necessary to incentivize them
to invest in Colorado assets, since they are already doing so without an
added incentive. Additionally, because only a small percentage of
premium collections are from policies issued prior to 1959, the value of
the deduction would likely be too small to provide a meaningful
incentive.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

Since the only two insurers that we identified that may be potentially
eligible to claim the Pre-1959 Insurance Deduction are already exempt
from premium tax through the Fraternal Society Exemption, we
estimate that there is no revenue impact to the State and no economic
costs or benefits associated with the deduction.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

Eliminating the Pre-1959 Insurance Deduction would have little or no
impact on beneficiaries because it is likely not being used, and the only two
insurers we identified that may be potentially eligible to use it are already
exempt from premium tax through the Fraternal Society Exemption.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

Of the 48 states (excluding Colorado) and the District of Columbia that
levy an insurance premium tax on most types of insurance, the
following eight states have insurance premium tax expenditures similar
to the Pre-1959 Insurance Deduction that benefit insurers whose in-
state investments reach a certain asset threshold: Alabama, Georgia,
lowa, Kansas, Mississippi, Missouri, Tennessee, and West Virginia.
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However, none of these states limit their expenditures to policies that
were effective before a certain year, and none are specifically geared
towards life insurers, as is the case for the Pre-1959 Insurance
Deduction.

ARE THERE TAX EXPENDITURES OR PROGRAMS WITH A
SIMILAR PURPOSE IN THE STATE?

The Regional Home Office Rate Reduction [Section 10-3-
209(2)(b)(1)(B), C.R.S.] has a similar purpose as the Pre-1959 Insurance
Deduction in that it was established to incentivize insurers to locate their
business and invest in Colorado. The Regional Home Office Rate
Reduction allows insurers to reduce their premium tax liability by 50
percent if they maintain a “home office” or “regional home office” in
Colorado. Insurers meet this threshold if they ““substantially perform,”
within Colorado, actuarial, medical, legal, and other essential functions
that cover their Colorado business and often business in surrounding
states. They can also meet this threshold if they maintain “significant
direct insurance operations” in Colorado that are supported by
“functional operations which are both necessary for and pertinent to”
their in-state business. According to Division of Insurance data, 85
insurers claimed the Regional Home Office Rate Reduction for a total of
$89.7 million in reduced premiums in Tax Year 2018. We will discuss
the Regional Home Office Rate Reduction in a separate evaluation.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

We were unable to confirm that no taxpayers currently claim the
deduction since it is not captured on Division of Insurance tax filing
forms. Specifically, if any insurers claimed it, they would have
subtracted the deduction amount prior to reporting their premium
collections and therefore, the Division of Insurance would have no
record of it being claimed. If the Division of Insurance added a reporting
line to its tax filing forms where insurers could indicate how much they
are claiming under the deduction, our analysis could confirm that the
deduction is no longer being used. However, adding an additional



guestion to the premium tax filing forms would result in an additional
burden on insurers and the Division of Insurance, which would be
impractical given that other information sources indicate that it is likely
no longer being used.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY COULD CONSIDER REPEALING THE PRE-1959
INSURANCE DEDUCTION SINCE IT IS UNLIKELY THAT INSURERS ARE STILL
USING IT AND IT IS NO LONGER MEETING ITS PURPOSE. As discussed, we
only identified two insurers that could potentially meet the deduction’s
eligibility requirements and both are already exempt from insurance
premium tax under the Fraternal Society Exemption. Further, few
insurers still have policies from prior to 1959 and the minimal number
of polices that meet this requirement is likely to continue to decrease.
Therefore, the deduction is no longer serving its purposes of creating
tax certainty and encouraging in-state investments by insurance
companies.
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EVALUATION SUMMARY 2019-TE3
INSURANCE REINSURANCE RETURN EARLY
PREMIUM DEDUCTION PREMIUM TERMINATION
INCOME TAX DEDUCTION DEDUCTION
EXEMPTION
YEAR ENACTED 1883 1913 1913 1973
REPEAL/EXPIRATION DATE None None None None
REVENUE IMPACT $83.6 million Could not Could not Could not
determine determine determine
NUMBER OF TAXPAYERS 1,459 Could not Could not Could not
determine determine determine
AVERAGE TAXPAYER BENEFIT | $57,000 Could not Could not Could not
determine determine determine
IS IT MEETING ITS PURPOSE? Yes Yes Yes Yes

WHAT DO THESE TAX
EXPENDITURES DO?

The Insurance Premium Tax Expenditures
essentially define insurers’ state tax base.
The Insurance Premium Income Tax
Exemption requires insurance companies to
pay a premium tax on the gross amount of
revenue they receive from policies or
contracts on risks or obligations located in
Colorado, rather than paying an income
tax. The Reinsurance Deduction allows
insurers to deduct from their premium tax
base any reinsurance premiums they receive
for assuming another insurer’s in-state risks.
The Early Termination and Return Premium
Deductions allow certain insurers to deduct
from their premium tax base any dividends
and refunds that they make to policyholders.

WHAT ARE THE PURPOSES OF
THESE TAX EXPENDITURES?
Statute does not directly state a purpose
for these expenditures. We inferred that
the purpose of the Insurance Premium
Income Tax Exemption and
Reinsurance Deduction is to avoid
double taxation, while the purpose of
the Return Premium and Early
Termination Deductions is to prevent
insurers from being taxed on payments
they return to policyholders.

WHAT DID THE EVALUATION
FIND?

We determined that the
Premium tax expenditures are meeting
their purpose

Insurance

FOR FURTHER INFORMATION ABOUT THIS REPORT, CONTACT THE OFFICE OF THE STATE AUDITOR

303.869.2800 - WWW.COLORADO.GOV/AUDITOR
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WHAT POLICY CONSIDERATIONS
DID THE EVALUATION IDENTIFY?

The General Assembly may want to
consider allowing insurers to deduct any
licenses, fees, or taxes they pay to local
governments for the purpose of
determining their premium tax liability.



INSURANCE PREMIUM
TAX EXPENDITURES

EVALUATION RESULTS

WHAT ARE THE TAX EXPENDITURES?

In 1883, Colorado began levying a tax on premiums collected in-state
by insurance companies for policies that they issued covering property
or risks in the state [Section 10-3-209, C.R.S.]. The same bill that
created the premium tax also included the Insurance Premium Income
Tax Exemption, which exempts insurance companies from paying state
income tax [Section 39-22-112(1), C.R.S.]. Without this exemption,
insurance companies would have been subject to both an income tax
and a premium tax on the premiums they collect. Statutes around the
premium tax requirement and the exemption have changed periodically
throughout the years, but remain substantially the same since first
enacted. The premium tax rate is generally 2.0 percent of gross
premiums. The amount of premium tax revenue collected in Colorado
has grown over the years, and was about $270.9 million for Calendar
Year 2017, as shown in ExHIBIT 1.1.

EXHIBIT 1.1.
INSURANCE PREMIUM TAX REVENUE
CALENDAR YEARS 2005-2017 WITH TRENDLINE

$300,000,000.00

$250,000,000.00

L
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$50,000,000.00
$0.00

SOURCE: Division of Insurance.

263

1H0d3d SFANLIANIdX3 XVL



264

INSURANCE PREMIUM TAX EXPENDITURES

Subsequent to the initial bill implementing the premium tax and the
Insurance Premium Income Tax Exemption, statute was amended to
establish the following three tax expenditures that can be deducted from
an insurance company’s premium tax base (amount that the premium tax
is calculated on), and thus, reduce the amount of premium tax owed:

REINSURANCE DEDUCTION—This provision was originally added in
1913 and then amended in 1953, to allow insurers to deduct from
their premium tax base the amount that they receive as reinsurance
premiums for business in the state. Reinsurance is when one
insurance company takes on part or all of the risk for a policy that
has been issued by another insurance company in consideration for
a premium payment. That is, the insurance company that originally
issued a policy itself purchases insurance to help cover any losses
incurred from the first policy.

RETURN PREMIUM DEDUCTION—This provision was also originally
added in 1913 and then amended in 1955, to allow insurance
companies, other than those providing life insurance, to deduct from
their premium tax base any “return premiums,” which includes any
amounts returned or credited to policyholders due to dividends
issued, early cancellation of their policies, overpayments, errors,
audits, or reductions in coverage.

EARLY TERMINATION DEDUCTION—ThIs provision was added in
1973 to allow insurers to deduct from their premium tax base any
credit life, credit accident, or health insurance premiums they refund
due to policyholders terminating their policies prior to their maturity
dates. Credit insurance policies are occasionally taken out by debtors
in conjunction with their credit cards, auto loans, and mortgages to
ensure that their debt is paid off in case they die (in the case of credit
life) or become ill or injured and, consequently unable to work (in
the case of credit accident).

Insurance companies pay premium taxes quarterly or annually to the
Division of Insurance within the Department of Regulatory Agencies.



Insurance companies do not formally claim the Insurance Premium
Income Tax Exemption, or the three deductions. Instead, they are
required to report how much reinsurance they assumed or transferred
to other insurers on a national, but not state-specific, basis on their
Underwriting and Investment Exhibit, which is a standardized form
developed by the National Association of Insurance Commissioners
(NAIC) and submitted to state insurance regulators. In addition,
insurers are required to report the amount of dividends paid to
policyholders, and for non-life/health insurers, the amount they
refunded to policyholders due to return premiums and early
terminations. The insurers net these amounts from their gross premium
revenue and the resulting amount is the tax base on which most states,
including Colorado, levy insurance premium tax.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURES?

The intended beneficiaries of these tax expenditures are insurance and
reinsurance companies doing business in Colorado. These include
property and casualty insurers (that provide auto insurance,
homeowner’s insurance, bail bonds, and other types of insurance), life
and health insurers, title insurers, reinsurance-only firms, and other
types of insurers.

There are several types of organizations that are not impacted by the
premium tax or these expenditures. Specifically, organizations that
operate as third-party administrators to most private-sector employee
benefit plans, which fall under the federal Employee Retirement Income
Security Act of 1974 (ERISA), are not typically subject to state
regulation or insurance premium taxes. In addition, federal law exempts
Medicare, Medicaid, and the health insurance premiums of federal
employees, including military service members, from state taxation, as
well as other federal insurance programs. Finally, other organizations
commonly thought of as “insurers” are also not subject to state
premium taxes and thus are not beneficiaries of these expenditures, such
as managed care organizations (including “HMQOs’” and prepaid dental
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care plans); public entity self-insurance pools; pre-need funeral sellers;
and Pinnacol Assurance, a political subdivision of the State and the
workers’ compensation insurer of last resort.

As of June 2018, there were 1,481 insurers in Colorado that provided
insurance or insurance-like products that were subject to the premium
tax requirements. Colorado insurers collected about $27.1 billion in
premiums and paid about $270.9 million in premium taxes during
Calendar Year 2017.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURES?

Statute does not directly state a purpose for any of these tax
expenditures. Based on our review of legislative history, other states’
tax expenditure evaluations, and general tax policy research, we
inferred the following purposes:

THE INSURANCE PREMIUM INCOME TAX EXEMPTION WAS CREATED TO
AVOID DOUBLE TAXING INSURERS. The unique nature of the insurance
industry makes taxing insurers on their income difficult to do in a fair
manner. Insurers need to keep reserves in order to pay off future claims
and benefits, but the timing and amount of these future payments is
often unknown, which means the size of their reserves must vary over
time. Consequently, it is difficult to compute the taxable income of
insurers while allowing for needed reserves. A tax on insurers’
premiums instead is relatively uncomplicated to compute, collect, and
administer, and has the added benefit of providing a stable source of
revenue for the State compared to the income tax. Most insurers are
incorporated as C corporations, and thus, the biggest effect of this
exemption is to substitute insurers’ state corporate income tax liability
with their premium tax liability. Insurers are still required to pay federal
income tax.

THE REINSURANCE DEDUCTION WAS ALSO CREATED TO PREVENT DOUBLE
TAXING PREMIUMS. Insurance companies reinsure each other’s policies
or turn to specialized reinsurers to spread out risks, reduce concentrated



exposures, and limit the total losses that might be incurred by the
original insurer, particularly for riskier policies. This allows insurers to
offer more competitive rates to policyholders. Because the premiums on
the original policy that is the basis for the reinsurance premiums, was
likely already taxed, either by Colorado or another taxing jurisdiction
(since most of these reinsurance transactions occur between insurers
located in different states or countries), taxing the reinsurance premium
would effectively result in a double tax.

THE RETURN PREMIUM AND EARLY TERMINATION DEDUCTIONS WERE
CREATED TO PREVENT INSURERS FROM BEING TAXED ON PAYMENTS THAT
ARE RETURNED TO POLICYHOLDERS. These two deductions typically deal
with money that insurers initially receive from policyholders, but later
return to them in the form of refunds, credits on future payments, or
dividends. The insurance companies net out these amounts from their
gross premiums since they did not keep them before calculating the tax
owed.

ARE THE TAX EXPENDITURES MEETING THEIR PURPOSE
AND WHAT PERFORMANCE MEASURES WERE USED TO
MAKE THIS DETERMINATION?

We determined that the tax expenditures are meeting their purposes
because they prevent insurance and reinsurance premiums from being
double-taxed, and they prevent insurers from paying taxes on payments
that are returned to policyholders. Statute does not provide quantifiable
performance measures for these expenditures. Therefore, we created and
applied the following performance measures to determine the extent to
which the expenditures are meeting their purposes:

PERFORMANCE MEASURE #1: To what extent do the Insurance Premium
Income Tax Exemption and Reinsurance Deduction prevent insurers
from being double-taxed on premiums?

ResuLT: We found evidence to suggest that insurance companies are
paying premium taxes, but are applying the Insurance Premium Income
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Tax Exemption to not pay state income tax, and are using the
Reinsurance Deduction to avoid double taxation on premiums. As of
January 2019, according to the Division of Insurance, 1,459 of the
1,481 insurance companies in Colorado required to file for premium
taxes in Calendar Year 2017, had submitted the required forms and
paid the premium tax amount owed. However, we lacked data to
determine if any of these insurers also paid Colorado income tax on
their insurance income or did not deduct reinsurance premiums from
their taxable premium amount. Stakeholders that we spoke with
indicated that insurers are very much aware of and apply the exemption
and deduction when calculating their tax liabilities. This would indicate
that insurers are not paying state income tax on the premiums collected
or paying a premium tax on reinsurance premiums.

PERFORMANCE MEASURE #2: To what extent do the Early Termination
and Return Premium Deductions prevent insurance companies from
being taxed on payments that they return to policyholders?

RESULT: We found that the Early Termination and Return Premium
Deductions are likely helping to prevent insurers from being taxed on
the premiums that they returned to policyholders. The refunds, credits,
or dividends covered by these deductions encompass most of the
payments that insurers receive, but sometimes later return to
policyholders. For example, non-life insurers generally record an
“unearned premium liability” when they receive a premium payment
from a policyholder, which corresponds to the amount of the premium
that they have not yet had the time to ““earn,” and that decreases with
time. Insurers will refund this unearned portion to the policyholder if
the policy is canceled prior to its end date, at which point the amount
returned becomes deductible to the premium tax base under the Early
Termination or Return Premium Deduction. We lacked data to
determine the extent to which insurance companies are applying these
deductions. However, based on our review of Division of Insurance tax
forms and interviews with stakeholders, it appears that insurers are
aware of and apply the deductions.



WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURES?

We estimate that about $83.6 million in state revenue was forgone in
Calendar Year 2017 as a result of the state income taxes that insurers
did not pay due to the Insurance Premium Income Tax Exemption.
Because Division of Insurance data was not available to measure the
state revenue impact of this expenditure, we used NAIC data on the
national net income of insurers subject to Colorado premium taxes to
develop our estimate. We then apportioned a segment of their net
income after expenses to their Colorado operations by using the overall
ratio of premiums written in Colorado to total premiums written
nationwide, which we subsequently multiplied by the statutory tax rate
for Colorado corporations, which is 4.63 percent. It is important to note
that this estimate is less reliable because we did not have data on the
actual federal taxable income of the insurers, which differs from the
income that they report on their annual statements to the NAIC and
state insurance regulators. We also did not take into account any
credits, deductions, or exemptions insurers might have claimed if they
were taxed as corporations.

Because the Insurance Premium Income Tax Exemption was designed
to work in conjunction with the policy decision to use an insurance
premium tax, we also estimated the revenue impact of the State’s policy
of taxing insurers on their premiums as opposed to their income. In Tax
Year 2017, the State collected about $270.9 million in insurance
premium taxes. Therefore, based on our estimate of $83.6 million in
potential corporate income taxes above, if the State instituted an income
tax on insurers to replace the insurance premium tax, the State would
have collected about $187.3 million less from insurers in Calendar Year
2017.

We were not able to estimate the revenue impact of the Reinsurance,
Early Termination, or Return Premium Deductions due to a lack of
data. With the exception of life insurance companies, insurers are not
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required to report the amount deducted in their premium tax filings
with the Division of Insurance.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURES HAVE ON BENEFICIARIES?

Eliminating these insurance premium tax expenditures would result in
significantly higher taxes for insurers doing business in Colorado.
Specifically, without these expenditures, insurers would have to pay
state income tax on their revenue, in addition to the premium tax, and
the amount of premiums that the premium tax is based on would be
higher, resulting in a substantially higher amount of taxes due. For
example, based on our estimated $83.6 million state revenue impact of
the Insurance Premium Income Tax Exemption, which is equivalent to
the additional income tax insurers would have to pay without the
exemption, eliminating this expenditure alone would increase insurers’
state taxes by 31 percent (from about $270.9 million in Tax Year 2017
to $354.5 million). Insurers would likely respond to this additional tax
by increasing premiums charged in Colorado, resulting in a higher cost
of insurance in the state.

In addition, if Colorado no longer had these tax expenditures,
Colorado-domiciled insurers doing business in other states might also
have a higher tax burden in these other states. This is because 49 states
(including Colorado) and the District of Columbia have retaliatory
insurance provisions in their statutes that allow them to impose taxes,
fees, assessments, or other monetary requirements on out-of-state
insurers that would result in an effective tax rate that is equivalent to
the rate that their in-state insurers pay in other states. Since eliminating
these expenditures would increase the effective tax rate of most insurers
licensed in Colorado, it is possible that other states would respond by
raising taxes on Colorado-domiciled insurers doing business in their
states. All of the stakeholders we spoke with about these tax
expenditures said that they are very beneficial for Colorado’s insurance
sector.



ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

We found that all of the 49 states and the District of Columbia that levy
a tax on insurance premiums have at least two tax expenditures similar
to those available in Colorado. Oregon is the only state that does not
have a premium tax. EXHIBIT 1.2 shows that all 49 states and the District
of Columbia offer both a reinsurance deduction and a return premium
and/or early termination deduction and 39 states and the District of
Columbia offer the Insurance Premium Income Tax Exemption.

EXHIBIT 1.2.
JURISDICTIONS THAT OFFER INSURANCE PREMIUM TAX
EXPENDITURES SIMILAR TO COLORADO

NUMBER OF
EXPENDITURE JURISDICTIONS
IDENTIFIED
Insurance Premium Income Tax Exemption 401!
Reinsurance Deduction 49
Return Premium/Early Termination Deduction 492

SOURCE: Bloomberg BNA, 2017 NAIC State Retaliation Guide.

1Some states limit the exemption to certain types of insurers or tax certain types of investment
income.

2Includes 13 states that do tax some or all dividends that insurers issue to policyholders.

There are 10 states that also levy an income tax on insurers, in addition
to a premium tax. However, all of these states either cap insurers’
income tax liability or allow them to credit their income tax paid against
their premium tax liability, which is always higher.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

We did not identify any other tax expenditures or programs with a
similar purpose in Colorado.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURES?

The Division of Insurance does not collect information on these
expenditures from most types of insurers in their premium tax filings.
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Specifically, insurers net out the value of their return premiums and
refunds due to early terminations when entering the amount of
premiums collected or contracted for on Division of Insurance tax
reporting forms. In addition, insurers only report the value of any
reinsurance transferred and assumed on a national basis. Therefore, we
lacked data on how much Colorado insurers are claiming for the Return
Premium and Early Termination Deductions. Similarly, insurers do not
have to report the value of their federal taxable income to the State since
they are not subject to state income taxes. If the General Assembly
would like a revenue impact estimate for these four expenditures, then
the Division of Insurance would need to add fields to its online premium
tax filing system to collect this data from insurers. However, this may
result in a higher administrative burden for insurers operating in
Colorado, and the Division of Insurance would incur additional costs
to make this administrative change.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER ALLOWING INSURERS
TO DEDUCT FROM THEIR PREMIUM TAX BASE THE AMOUNT OF ANY
LICENSES, FEES, OR TAXES THEY PAY TO LOCAL GOVERNMENTS. A 1971
Colorado Supreme Court case ruled that the provisions of Section 10-
3-209(1)(c), C.R.S., which prohibit Colorado municipalities and
counties from levying a per-employee “occupational privilege tax”
(sometimes called a *“*head tax’) on insurers, was unconstitutional in
relation to home rule jurisdictions seeking to raise revenue. Five
Colorado home rule jurisdictions (Aurora, Denver, Glendale,
Greenwood Village, and Sheridan) currently levy an occupational
privilege tax each month on most businesses and employees, ranging
from a total monthly tax of $4 per employee in Aurora and Greenwood
Village to $10 in Glendale. Greenwood Village also requires businesses
that are liable for the tax to pay a one-time licensing fee of $10. The
General Assembly may want to consider allowing insurers to deduct
these local taxes and fees when determining their premium tax
liabilities, since they were not allowable at the time the expenditures
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were created. Five states offer a deduction or credit against some or all
of these local taxes, licenses, and fees, while six other states expressly
cap the amount of these obligations that local governments can impose
on insurers. Allowing for such a deduction may also have the added
effect of reducing any retaliatory taxes currently levied on Colorado-
domiciled insurers, since many state insurance regulators take into
account taxes levied by political subdivisions of other states in their own
calculations of retaliatory taxes.

1H0d3d SFANLIANIdX3 XVL









276

SURPLUS LINES INSURANCE TAX AND EXAMINATION FEE DEDUCTION

SURPLUS LINES
INSURANCE TAX AND
EXAMINATION FEE
DEDUCTION

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

This evaluation covers the Surplus Lines Insurance Tax and
Examination Fee Deduction (Surplus Lines Deduction) [Section 10-5-
111, C.R.S.]. Surplus lines insurance is a specialized form of insurance
that often covers risks that are unique to the policyholder, including
high-risk policies for which traditional insurance markets do not offer
coverage. For example, according to a representative from a surplus
lines insurance industry organization, in Colorado, a significant amount
of surplus lines premiums relate to policies written to cover liabilities
arising for contractors involved in large-scale residential projects.
Traditional licensed insurers often do not offer policies covering the
risks typically covered using surplus lines insurance because these
policies can be too specialized or innovative to have a significant loss
history from which to establish the risk and potential size of claims,
which makes this type of coverage difficult to price. In other cases,
surplus lines policies, or the policyholders themselves, may carry known
risks that are too high for licensed insurers to insure based on insurance
regulations.

Section 10-5-101.2, C.R.S., limits surplus lines coverage to disability,
property, or casualty insurance. In addition, surplus lines insurers are
not required to be licensed in Colorado, but they must maintain
eligibility to sell surplus lines insurance in the state either by filing with
the Division of Insurance, within the Department of Regulatory
Agencies, on an annual basis or by meeting the eligibility requirements
of the National Association of Insurance Commissioners.



Colorado levies a 3 percent tax on in-state surplus lines insurance
premiums, which are the amounts insurers collect from surplus lines
policyholders for risks insured within the state. Although insurers
collect surplus lines premiums, either brokers selling the insurance
policy or individuals who procure the insurance directly are responsible
for paying the tax and are referred to collectively as “taxpayers”
throughout this evaluation. The Surplus Lines Deduction allows
taxpayers to deduct from their premiums “sums collected to cover
federal and other state taxes and examination fees” when calculating
the premium amount subject to the tax. This provision refers to taxes
and fees that may be levied on the premiums, in addition to the State’s
surplus lines premium tax. Examination fees, which are also known as
a “stamp tax,” may be charged to cover costs related to the
administration of surplus lines premium taxation. EXHIBIT 1.1 shows
how the Surplus Lines Deduction is applied when taxpayers file for
premium taxes in the state.
EXHIBIT 1.1. CALCULATION OF SURPLUS LINES PREMIUM
TAX, APPLYING THE SURPLUS LINES DEDUCTION

Surplus lines premiums
+

Federal taxes, other state taxes, and examination fees

Total due from policyholder prior to application of the state surplus lines tax

Surplus Lines Deduction (equivalent to federal taxes, other state taxes, and
examination fees)

Taxable surplus lines premiums
X
State surplus lines premium tax rate (3 percent)

State surplus lines premium tax
SOURCE: Office of the State Auditor analysis of Colorado Revised Statutes.

Taxpayers are not required to report the Surplus Lines Deduction when
filing their returns with the Division of Insurance. Instead, taxpayers
calculate the amount that they collected to cover the cost of any other
taxes and examination fees related to surplus lines policies. Taxpayers
then subtract this amount from their surplus lines premiums, which are
subject to the surplus lines premium tax, prior to reporting that amount
to the Division of Insurance. Surplus lines insurance is typically
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procured through a licensed insurance broker, although the
policyholder may also purchase it directly from the insurer. Therefore,
in most cases, insurance brokers are responsible for paying the
insurance premium tax on behalf of the policyholder. If an individual
independently enters into a surplus lines insurance contract with an
insurer, then the individual is responsible for remitting the premium tax.
Either the broker or the individual procuring the insurance would apply
the Surplus Lines Deduction.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not explicitly identify the intended beneficiaries of the
Surplus Lines Deduction. Based on the statutory language and
stakeholder input, we inferred that the direct beneficiaries are brokers
who procure surplus lines insurance for their customers and individuals
who purchase surplus lines insurance directly from an insurer. Because
brokers typically pass the insurance premium tax on to policyholders
through higher premiums, the indirect beneficiaries are the individuals,
businesses, and other organizations who benefit from lower insurance
premiums from application of the surplus lines deduction.

According to the Insurance Information Institute, in 2017, the total United
States surplus lines market consisted of almost $45 billion in premiums for
policies written. ExXHIBIT 1.2 shows the amount of surplus lines premiums
for policies sold by brokers in Colorado over the last decade.



EXHIBIT 1.2. COLORADO SURPLUS LINES PREMIUMS *
CALENDAR YEARS 2008 THROUGH 2018

$1,000
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2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

MILLIONS

B PREMIUMS WRITTEN

SOURCE: Division of Insurance data on surplus lines premiums for policies written during
Calendar Years 2008 through 2018.

 Includes only surplus lines premiums sold by brokers. Individually procured premiums are
not included and represent less than 1 percent of surplus lines premiums.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute does not directly state a purpose for the Surplus Lines
Deduction. Based on our review of legislative history, other states’
statutory language regarding surplus lines premiums, and stakeholder
outreach, we inferred that the purpose of the Surplus Lines Deduction
is to define the tax base for surplus lines premiums. Specifically, this
deduction defines what amounts collected from surplus lines
policyholders should be considered “premiums” subject to the State’s
surplus lines premium tax and excludes from taxable premiums the
amounts collected from policyholders to pay taxes and fees that are
levied in addition to the surplus lines premium tax.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We determined that the Surplus Lines Deduction is likely meeting its
purpose, although it only applies to a limited number of premiums.
Statute does not provide quantifiable performance measures for this
deduction. Therefore, we created and applied the following
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performance measure to determine the extent to which the deduction is
meeting its purpose:

PERFORMANCE MEASURE: To what extent is the Surplus Lines
Deduction used by taxpayers to avoid paying the state surplus lines
premium tax on the amount collected to pay federal taxes, other state
taxes, and examination fees?

ResULT: The Surplus Lines Deduction is likely meeting its purpose under
limited circumstances, although we were unable to quantify the extent to
which it is being used. As discussed, the deduction applies to amounts
collected to pay (1) federal taxes, (2) state taxes (in addition to the surplus
lines premium tax), and (3) examination fees. Based on our review of state
and federal law, federal excise taxes are the only type of tax or fee that
applies to surplus lines insurance, other than the state surplus lines
premium tax itself, and this would be the only type of tax collected that
taxpayers could deduct from their taxable premiums using the Surplus
Lines Deduction. Specifically, a federal excise tax may be levied on surplus
lines premiums when policies are purchased from foreign insurers. The
excise tax is 1 percent of the premium amount for reinsurance policies and
4 percent for casualty policies. However, most foreign insurers are exempt
from this tax based on federal treaties. As a result, the deduction would
not apply to insurance purchased from these exempt insurers and would
only provide a benefit in limited circumstances where taxpayers purchase
surplus lines insurance from a foreign insurer that is not exempt from
federal excise tax under an applicable treaty.

Besides the federal excise tax, there are no other federal or state taxes
(other than the surplus lines premium tax) or examination fees that
apply to surplus lines premiums at this time. From 1982 through 2006,
the Surplus Lines Association of Colorado, Inc. (Association) was
responsible for the assessment and collection of premium taxes due on
surplus lines insurance policies, as well as record keeping and financial
management. During this time, the Association assessed an examination
fee on gross premiums, which varied from 0.1 percent to 0.2 percent, to
cover its administrative costs. During this period, the deduction allowed
taxpayers to subtract the examination fee amount from their taxable



premiums. However, in 2007, the Division of Insurance assumed
premium tax assessment and collection responsibilities from the
Association and discontinued the examination fee.

Because the Division of Insurance does not require taxpayers to report
the amount they claimed for the Surplus Lines Deduction, we lacked
data to measure the extent to which it has been used. According to a
representative for a Colorado surplus lines industry stakeholder
organization, the deduction helps establish a definition of the term
“premiums” that aligns with the common understanding of the term in
the industry because insurance brokers typically would not consider the
amounts collected to pay the types of taxes and fees that are included
in the deduction to be part of their premium collections. Thus, it
appears that the deduction would likely be used by taxpayers when
applicable. However, stakeholders indicated that it is uncommon for
the federal excise tax to apply to surplus lines premiums for policies
sold in Colorado by foreign insurers, since many are exempt from the
excise tax under treaties and agreements with the federal government.
Most likely, the deduction does not currently apply to any premiums,
although it could be used in rare circumstances.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

We were not able to estimate the revenue impact of the Surplus Lines
Deduction due to a lack of data. However, the revenue impact appears
to be minimal since the deduction only applies under limited
circumstances and a representative of a Colorado surplus lines industry
organization indicated that it is likely not used, or used only rarely. To
estimate the potential maximum amount of the deduction, we
calculated the revenue impact if all $916.7 million in premiums for
surplus lines policies written in Colorado during Calendar Year 2018
were subject to the 4 percent federal excise tax. Under this scenario, the
maximum revenue impact to the State if the Surplus Lines Deduction
were applied to all of these premiums would be about $1.1 million.
However, the actual amount claimed under the deduction is likely
substantially less than this amount.

281

140d3d SFANLIANIdX3 XVL



282

SURPLUS LINES INSURANCE TAX AND EXAMINATION FEE DEDUCTION

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

Eliminating the Surplus Lines Deduction would have a minimal
immediate impact on beneficiaries and the insurance industry because
the deduction has limited applicability and a representative of a
Colorado surplus lines industry organization reported that it is likely
not being used. Furthermore, even for insurance premiums that it may
currently apply to, the deduction provides a relatively small tax benefit.
For example, for a surplus lines policy with $1 million in annual
premiums that is subject to the 4 percent federal excise tax, eliminating
the deduction would increase the premium taxes due from the broker
or policyholder from $30,000 to $31,200, an increase of $1,200.

Despite its limited current applicability, according to an industry
representative, the deduction is helpful because it establishes a
definition of “premiums’” that aligns with industry practice. Further, the
provision would help clarify the tax treatment of the amounts collected
from policyholders if additional applicable taxes or fees were
established in the future. As discussed, as recently as 2006, Colorado
insurers were responsible for paying an examination fee and a similar
fee is currently in place in 17 states. To demonstrate the potential
impact on taxpayers if the deduction were no longer in place, in EXHIBIT
1.3 we provide a hypothetical calculation of the additional tax benefit
of the deduction if the Division of Insurance had assessed a 0.1 percent
examination fee, (the same rate assessed in 2006) on surplus lines
premiums in Calendar Year 2018.

EXHIBIT 1.3. HYPOTHETICAL ADDITIONAL TAX BENEFIT OF THE
SURPLUS LINES DEDUCTION
IF AN EXAMINATION FEE HAD BEEN IN PLACE DURING
CALENDAR YEAR 2018

SURPLUS LINES SURPLUS LINES EXAMINATION TAX BENEFIT OF THE
PREMIUMS WRITTEN PREMIUM TAX * FEE ? SURPLUS LINES
DEDUCTION 2
$916.7 million $27.5 million $916,700 $27,501

SOURCE: Office of the State Auditor calculations based on Division of Insurance data.

L Surplus Lines Premium tax is 3 percent of the total premium amount written.

2 The examination fee is calculated at 0.1 percent of the total premiums written.

3 The tax benefit of the Surplus Lines Deduction is calculated as 3 percent (the surplus lines
premium tax rate) of the hypothetical examination fee.



ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

All 50 states and the District of Columbia impose a tax on surplus lines
premiums. These tax rates range from 1 percent in lowa, to 6 percent
in Alabama, Kansas, Oklahoma, and South Carolina. Thirteen states
(excluding Colorado) have a provision similar to the Surplus Lines
Deduction, with three states (Delaware, Idaho, and Washington) having
identical deduction language to Colorado.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

We did not identify any other tax expenditures or programs with a
similar purpose.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

The Division of Insurance was not able to provide information on the
total number of taxpayers claiming the deduction or the amount
claimed because taxpayers do not report this information when filing
their insurance premium taxes. To have data on the number of
taxpayers claiming the deduction and the amount claimed, the Division
of Insurance would have to create a separate reporting line on its
premium tax reporting form and require brokers and those who
independently procure surplus lines coverage to report this information.
However, since it is likely that only a limited number of taxpayers may
claim the deduction, it may not be worthwhile for the Division of
Insurance to collect this data.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

We did not identify any policy considerations related to the Surplus
Lines Deduction.

283

140d3d SFANLIANIdX3 XVL






TAX-EXEMPT
ORGANIZATION
INSURANCE PREMIUM TAX

DEDUCTION

EVALUATION SUMMARY

YEAR ENACTED
REPEAL/EXPIRATION DATE
REVENUE IMPACT

NUMBER OF TAXPAYERS
AVERAGE TAXPAYER BENEFIT
IS IT MEETING ITS PURPOSE?

WHAT DOES THIS TAX
EXPENDITURE DO?

The Tax-Exempt Organization Insurance
Premium Tax Deduction (Tax-Exempt
Organization Deduction) allows insurers to
deduct from their premium tax any premiums
collected for policies purchased by tax-exempt
organizations for their employees.

WHAT DID THE EVALUATION FIND?
We determined that the Tax-Exempt
Organization Deduction may lower the
insurance costs of tax-exempt
organizations, but we could not determine
the extent of its impact.
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Yes, but the extent of its impact is
unclear

WHAT IS THE PURPOSE OF THIS
TAX EXPENDITURE?

Statute does not explicitly state a purpose
for the Tax-Exempt Organization
Deduction. We inferred that it was created
to lower tax-exempt employers’ costs to
provide insurance to their employees.

WHAT POLICY CONSIDERATIONS
DID THE EVALUATION IDENTIFY?
The Division of Insurance’s filing
system and instructions do not clearly
indicate how insurers should deduct
insurance premiums for insurance
purchased by non-profit, charitable,
and religious organizations.
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ORGANIZATION
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TAX DEDUCTION

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

Colorado levies a 2 percent premium tax on insurance companies’ in-
state premiums, which is the revenue they collect for writing insurance
policies covering property or risks in the state. In 1969, the General
Assembly created the Tax-Exempt Organization Insurance Premium
Tax Deduction (Tax-Exempt Organization Deduction) [Section 10-3-
209(2)(d)(IV), C.R.S.], which allows insurers to deduct from their
taxable premiums any premiums they collect on insurance policies or
contracts, such as life, accident, disability, and health insurance, that
tax-exempt employers purchase for their employees. For the premiums
to qualify for the deduction, the employer purchasing the policy or
contract must be the State, a political subdivision of the State, or exempt
from state income tax under Section 39-22-112, C.R.S., which applies
to employers that are exempt from federal income tax, such as
charitable, religious, and other non-profit organizations.

To claim the deduction, insurers enter the amount of premiums that
qualify on their premium tax return which they submit to the Division
of Insurance within the Department of Regulatory Agencies. Insurers
deduct this amount from their taxable premium amount before
calculating their premium tax. Life insurers, which use a different
premium return form than other insurers, enter the amount they are
claiming under the Tax-Exempt Organization Deduction on a
worksheet that includes a specific line to report the deduction. Non-life
insurers do not have a specific line on their premium tax returns for the
deduction, and instead would enter the amount they are claiming on a



line for “Other Deductions,”” which aggregates the amount claimed for
several deductions.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not explicitly identify the intended beneficiaries of the Tax-
Exempt Organization Deduction. Based on the statute and legislative
history, we inferred that the direct beneficiaries of this deduction are
insurance companies doing business in Colorado who write life,
annuity, accident, disability, health, or other types of insurance that the
State, political subdivisions of the State, and other tax-exempt
organizations purchase for their employees.

However, since the cost of insurance premium tax may be passed on to
policyholders, reductions in premium tax may result in reduced prices
for policyholders. As a result, tax-exempt employers who purchase
insurance for their employees and the employees (and family members
if included in the policies) who receive these benefits appear to be the
indirect beneficiaries of the deduction. In addition, employer-sponsored
insurance typically lowers the price of premiums for each employee
relative to what they would pay as individuals and may allow insurance
coverage for employees who would be unable to obtain insurance as
individuals due to having higher risk factors.

Although the Tax-Exempt Organization Deduction applies to the
insurance purchased by all tax-exempt organizations for their
employees, many larger public sector employers, such as the State and
local governments, provide a significant amount of their insurance
coverage, in particular health insurance, to employees by self-insuring
(the State is self-insured for some, but not all of the insurance benefits
it provides its employees). Employers who self-insure pay some or all of
employees’ claims from their own funds, although they often still
contract with an insurer to act as a “third-party administrator.” Self-
insurance is not classified as an insurance product in Colorado and is
exempt from the State’s premium tax, regardless of the Tax Exempt
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Organization Deduction. According to a 2018 survey by the Henry J.
Kaiser Family Foundation, as of 2018, 72 percent of state and local
government employees in the U.S. covered by an employer-sponsored
health plan were covered through a self-funded plan. However, for
other types of insurance, such as life insurance, many of these employers
purchase insurance that would qualify for the deduction.

Similarly, smaller public sector organizations that might not have the
resources required to self-insure on their own, often join together to
self-insure as a group, in what is known as a ““risk pool.” Insurance
provided through these public sector risk pools is also not subject to
insurance premium tax, regardless of the Tax Exempt Organization
Deduction. According to the Association of Governmental Risk Pools,
about 80 percent of cities, towns, schools, counties, and special districts
in the U.S. address some or all of their insurance needs through
nonprofit, member-owned risk pooling.

Although many public-sector employers are less reliant on insurance
that would be included within the Tax Exempt Organization
Deduction, other tax-exempt organizations, such as private non-profits
and religious organizations frequently purchase insurance for their
employees that would be included. According to the Colorado
Nonprofit Association’s 2018 Salary & Benefits Survey, 72 percent of
surveyed nonprofit employers offer health insurance, 58 percent offer
dental insurance, 45 percent offer disability insurance, and 38 percent
offer group life insurance to full-time employees. However, smaller non-
profit and religious organizations likely receive a relatively greater
benefit from the deduction than larger organizations. According to
Colorado Nonprofit Association staff, it is usually only larger Colorado
nonprofits with 50 or more employees who self-insure. Self-insurance
requires large financial reserves that many smaller employers do not
have.



WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute does not explicitly state a purpose for the Tax-Exempt
Organization Deduction. Based on statute, legislative history, and other
states’ tax expenditure evaluations, we inferred that the deduction was
created to lower the cost of insurance that tax-exempt employers
provide to their employees. Although the deduction is claimed directly
by insurers, it was likely intended to reduce the cost of the insurance
employers purchase for employees, based on the expectation that
insurance companies would pass the savings from the deduction on to
eligible employers.

This purpose aligns with other legislation the General Assembly passed
at the same time, which also appears intended to expand access to
insurance. Specifically, in 1969, the same year the General Assembly
created the Tax-Exempt Organization Deduction, it passed 16 bills
related to expanding access to insurance benefits for employees of tax-
exempt organizations.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We found that the Tax-Exempt Organization Deduction is likely
meeting its purpose, although we could not determine the extent to
which it lowers insurance costs for tax exempt organizations. Statute
does not provide quantifiable performance measures for this tax
expenditure. Therefore, we created and applied the following
performance measure to determine the extent to which the deduction is
meeting its purpose:

PERFORMANCE MEASURE: To what extent does the Tax-Exempt
Organization Deduction reduce the cost of insurance that the State,
political subdivisions of the State, and other tax-exempt organizations
purchase for employees?
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RESULT: Insurers claimed the Tax Exempt Organization Deduction for
about $200 million in premiums collected from tax exempt
organizations in Tax Year 2018 and, as a result, they may provide
insurance to tax-exempt organizations at a lower cost. Specifically,
based on the 2 percent premium tax and applicable rate reductions that
the insurers who took the deduction also claimed, we estimate that the
deduction lowered insurers’ premium taxes by about $3.8 million in
Tax Year 2018. Insurance industry staff we interviewed, which included
staff from two of the three companies that claimed the deduction most
frequently, indicated that generally, the tax savings from the deduction
allow insurers to offer lower premium prices for tax-exempt
organizations and indicated that it is often a factor they consider when
preparing competitive bids for these organizations. However, we lacked
information, such as how insurers calculate premium rates for tax-
exempt organizations and the impact the deduction has on those rates,
to quantify the impact of the deduction on the cost of insurance.

In addition, we found that insurers likely apply the Tax-Exempt
Organization Deduction to a smaller proportion of the insurance they
provide than when it was established in 1969, due to the Annuities
Exemption [Section 10-3-209(1)(d)(IV), C.R.S.], which the General
Assembly created in 1977. A significant proportion of premiums eligible
for the deduction during the first decade it was available may have been
group annuity policies, which public sector employers commonly
purchased in order to provide pension benefits for employees. However,
the Annuity Exemption exempts all annuity premiums from insurance
premium tax, including public sector employers’ group annuities.
Therefore, these premiums are exempt from premium tax regardless of
the Tax-Exempt Organization Deduction.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

We estimate that the Tax-Exempt Organization Deduction had a
revenue impact to the State of about $3.8 million in Tax Year 2018,
which is equivalent to how much the 15 insurers who took the



deduction saved, or an average of $254,000 per insurer. We calculated
this estimate using data provided by the Division of Insurance from the
premium tax returns of “life insurers,” a category of insurers that write
life, health, and accident insurance. According to Division of Insurance
staff, these “life insurers” are the most likely type of insurance
companies to claim the deduction. Division of Insurance staff reported
that although it is possible that other types of insurers, such as
property/casualty insurers or certain types of health insurers that are
not considered life insurers, could have also claimed the deduction, it is
not likely. However, since the premium tax returns for these other types
of insurers do not have a separate reporting line for the deduction, we
could not determine the extent to which these insurers also claimed it.

ExHIBIT 1.1 shows the number of life insurers that claimed the
deduction from Tax Years 2005 to 2018, as well as its estimated annual
revenue impact.

EXHIBIT 1.1. ESTIMATED NUMBER OF LIFE INSURERS
CLAIMING DEDUCTION AND AMOUNT CLAIMED
TAX YEARS 2005-2018
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data.
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Based on life insurer data provided by the Division of Insurance, 28
percent of the premiums eligible for the deduction in Tax Year 2018
were from life insurance policies and 72 percent were from health or
accident insurance policies written by life insurers (including disability
insurance, traditional medical/health insurance, and accidental death
and dismemberment insurance). While a large percentage of the group
insurance policies purchased by tax-exempt organizations for their
employees are likely to be group annuity policies, we did not include
them within these figures because annuities are exempt from premium
tax due to the Annuity Exemption [Section 10-3-209(1)(d)(IV), C.R.S].

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

Eliminating the Tax-Exempt Organization Deduction would result in a
higher tax burden for the 15 insurers who are claiming the deduction.
Overall, these 15 insurers were able to deduct $200 million in premiums
and saved $3.8 million in premium taxes by claiming the deduction for
Tax Year 2018. Comparatively, these insurers received a total of $4.6
billion in insurance premiums in Tax Year 2018 and paid $47 million
in premium taxes. This means that the deduction reduced these insurers’
taxable premiums and premium tax owed by about 7 percent. If the
deduction was eliminated, most of the additional tax burden would fall
on three insurance companies that, together, write about 67 percent of
the insurance that qualifies for the deduction. To the extent that these
insurers would pass the additional 2 percent premium tax on to
purchasers, eliminating the deduction could also cause a corresponding
increase in costs for tax-exempt employers who purchase these
insurance policies.

We contacted seven staff or tax preparers for insurers who took the
deduction and five of them indicated that the deduction was important
for their company or clients. One said the deduction is not important
given that the tax savings only equates to 2 percent of their Colorado
tax liability. The remaining individual stated that the deduction was not



significant for their company, but might be significant to their
company’s clients.

Eliminating the deduction might also result in a higher tax burden for
Colorado-domiciled insurers doing business in other states. This is
because 49 states (including Colorado) and the District of Columbia
have retaliatory insurance provisions in their statutes that allow them
to impose taxes or other requirements on out-of-state insurers at the
same level that other states impose taxes and requirements on their
home-state insurers. Since eliminating the deduction would increase the
effective tax rate of these 15 insurers, it is possible that other
jurisdictions would respond by raising taxes on Colorado-domiciled
insurers. However, as noted below only 15 states have a similar
provision.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

Of the 48 states (excluding Colorado) and the District of Columbia that
levy an insurance premium tax, the following 15 jurisdictions have an
insurance premium tax deduction at least partly similar to the Tax-
Exempt Organization Deduction: Alabama, Alaska, Arizona, Florida,
Illinois, lowa, Kentucky, Minnesota, Mississippi, Missouri, New
Hampshire, New Mexico, Oklahoma, Texas, and Utah. However, there
is wide variation in these expenditures across jurisdictions. For
example, 13 of these states limit the deduction to some or all public
sector employees, four states limit the deduction to health or accident
insurance premiums, and one state limits the deduction to life insurance
premiums or premiums in connection with retirement plans.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

Since 1977, all annuity premiums have been exempt from premium tax
in Colorado under the Annuity Exemption [Section 10-3-209(1)(d)(1V),
C.R.S.]. Therefore, annuity premiums that qualify for the Tax-Exempt
Organization Deduction would also qualify for the Annuity Exemption.
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Despite this overlap, taxpayers do not receive a duplicate tax benefit
since both provisions function to eliminate the full tax liability for the
annuity premiums covered.

In addition, the same 1969 bill that created the Tax-Exempt
Organization Deduction also created the Employee Retirement Plan
Deduction [Section 10-3-209(1)(d)(1V), C.R.S.] for life insurance and
annuity products purchased in connection with corporate employee
retirement plans. Premiums that qualify for this deduction would not
qualify for the Tax-Exempt Organization Deduction because they are
purchased by corporations, which are not included as qualifying
organizations.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

We could not obtain data to determine if any non-life insurers took the
deduction because the Division of Insurance premium tax return form
that non-life insurers use does not include a separate line to report the
Tax-Exempt Organization Deduction. Instead, any amount claimed for
the deduction is aggregated with several other deductions on a line for
“Other Deductions.” However, the Division indicated that it is unlikely
that non-life insurers, such as property/casualty or certain health
insurers, would claim the deduction.

To address this issue the Division of Insurance would have to add an
additional reporting line specific to the Tax-Exempt Organizations
Deduction to its premium tax returns for non-life insurers. However,
this change would likely require additional resources and may not be
warranted if it is unlikely that these insurers would use the deduction.



WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

INSURERS MAY LACK CLEAR INSTRUCTIONS ON HOW TO CLAIM THE TAX-
EXEMPT ORGANIZATION DEDUCTION. Specifically, the Division of
Insurance’s filing system and instructions do not clearly indicate how
insurers should deduct premiums for insurance purchased by non-
profit, charitable, and religious organizations. The Division of
Insurance provides no written instructions, other than statutes and
regulations, to insurers for how to properly file their insurance premium
taxes. In the past, the Division of Insurance provided written
instructions; however, when it moved to a fully electronic premium tax
filing system in 2007, it phased them out. Further, the space for
reporting the deduction on the premium tax return form is labeled as
“Political Subdivision” and does not indicate that insurers should also
report deductions for other types of tax-exempt organizations, such as
non-profits, in this space. While stakeholders told us that it is likely that
many insurers’ tax preparation staff are broadly aware of how to claim
the deduction, staff from one insurer indicated that they were unaware
that eligible premiums from non-profits and other tax-exempt
organizations were also supposed to be listed in that category. This
insurer and one other did claim the deduction in Tax Years 2017 and
2018, using a separate space labeled “Other Deductions™ to report it.
However, it is possible that other insurers might not be aware that the
deduction is not limited to the State’s political subdivisions, which could
result in some insurers not claiming the deduction even though they
would be eligible. According to Division of Insurance staff, it is
currently developing updated premium tax filing instructions that will
help address this issue.
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EXCISE TAX CREDIT FOR
UNSALABLE ALCOHOLIC
BEVERAGES

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

The Excise Tax Credit for Unsalable Alcoholic Beverages [Section 44-
3-503(9), C.R.S.] (Unsalable Alcoholic Beverages Credit) allows
manufacturers and distributors of alcoholic beverages to receive a credit
or refund for the amount of excise taxes previously paid for alcoholic
beverages that later become unfit for sale due to damage or destruction.
This credit was enacted in 1953 and it has operated similarly since that
time.

Colorado levies an excise tax on alcoholic beverages, which is calculated
based on the volume of the beverages and the following tax rates, which
vary based on the type of beverage:

$0.08 per gallon for malt liquor, beer, and hard cider
$0.0833 per liter for wine

$0.6026 per liter of spirituous liquor

Alcohol excise taxes are due from the seller the first time alcoholic
beverages are sold, transferred, or otherwise disposed of within
Colorado, which typically occurs when a manufacturer sells Colorado-
made alcoholic beverages to a distributor or when a distributor sells
alcoholic beverages shipped from outside the state to a Colorado
wholesaler or retailer. However, for administrative convenience, some
manufacturers and distributors pay the excise tax prior to the sale of
the alcoholic beverages. Taxpayers are required to report and remit the
alcohol excise taxes to the Department of Revenue on a monthly basis
using the Department of Revenue’s Monthly Report of Excise Tax for
Alcohol Beverages (Form DR 0442).



To claim the credit, taxpayers record the amount of alcohol destroyed
or damaged and the associated tax on Form DR 0442, effectively
offsetting their current tax liability by the amount of excise tax they
previously paid on the alcoholic beverages that were destroyed.
Alternatively, taxpayers may also claim the credit as a refund using the
Department of Revenue’s Claim for Refund Form (Form DR 0137.) To
qualify for the credit or refund, taxpayers must also submit evidence to
the Department of Revenue showing that the tax was paid and provide
an affidavit itemizing the products destroyed along with the date of
destruction and an authorized signature. In cases where taxpayers plan
the destruction in advance, Department of Revenue guidance directs
taxpayers to notify the Department of Revenue of their intention to
destroy the unsalable beverages at least 4 weeks in advance and a
department representative may attend to witness the destruction.
However, according to Department of Revenue staff, this does not
typically occur in practice.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not directly identify the intended beneficiaries of this tax
expenditure. Based on the statutory language, we inferred that the
intended beneficiaries are alcoholic beverage manufacturers and
distributors because the Unsalable Alcoholic Beverages Credit lowers
their overall tax liability when products are no longer salable due to
destruction or damage. According to stakeholders, it is common for
small amounts of alcoholic beverage products to become destroyed or
damaged in the course of normal production, transportation, and
storage. For example, bottles may be dropped and broken, underfilled,
or mislabeled. Although less common, major accidents and natural
disasters such as fires, flooding, and storms can also cause larger scale
damage to alcoholic beverages.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute does not explicitly state the purpose for this tax expenditure.
We inferred that the purpose is to avoid taxing alcoholic beverage
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manufacturers and distributors for products that cannot be sold.
Although manufacturers and distributors are typically required to pay
the excise tax, alcoholic beverage excise taxes are generally intended to
be passed through to consumers in the form of higher prices. Since
damaged products are unsalable, the taxes already paid on such
products cannot be passed through to consumers.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We determined that the Unsalable Alcoholic Beverages Credit is likely
meeting its purpose, but may be underutilized by the taxpayers eligible
to claim it. Statute does not provide quantifiable performance measures
for this expenditure. Therefore, we created and applied the following
performance measure to determine the extent to which the credit is
meeting its inferred purpose:

PERFORMANCE MEASURE: To what extent do eligible taxpayers claim
the Unsalable Alcoholic Beverages Credit to avoid paying excise taxes
on destroyed or damaged products?

REsULT: Although the credit is regularly claimed by some taxpayers,
especially larger manufacturers, we found that it is likely that many
eligible taxpayers do not claim it. According to Department of Revenue
data, 98 taxpayers took the credit during Calendar Year 2017. These 98
taxpayers represent 19 percent of the 525 alcoholic beverage
manufacturers (402) and distributors (123) operating in the state.
Although we did not have data showing how many manufacturers and
distributors were eligible for the credit (i.e., they paid excise taxes on
alcohol that was later unsalable), it is unlikely that only 19 percent of
manufacturers and distributors would have had an eligible loss.

This low utilization rate may be due to the relatively small benefit the
credit provides. Specifically, some stakeholders reported that the
administrative cost of filing for the credit often exceeds its value. For
example, the excise tax on beer is $0.08 per gallon, so an accident



resulting in the loss of a single keg (about 15.5 gallons of beer) would
only entitle the business to a refund of $1.24. The loss of an entire pallet
of 16 kegs would only result in a refund of $19.84. Since filing for the
expenditure requires tracking of losses and the completion of additional
paperwork, some businesses may decide not to file for it and instead
simply absorb the loss or only use it when large losses occur.

The low utilization rate may also be due to the credit having some
overlap with the commercial property insurance maintained by
businesses, which typically covers most loss of product at retail value.
Since the retail price of the products generally passes the excise tax on
to consumers, in some cases, an insurance claim might already cover the
value of the excise taxes paid, making a refund from the state
redundant. However, businesses typically only make insurance claims
in cases of major disaster, so the credit would likely not overlap for the
smaller incidents that stakeholders reported were most common.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

According to the Department of Revenue’s 2018 Tax Profile and
Expenditure Report, the Unsalable Alcoholic Beverages Credit reduced
state revenue by $153,000 in Calendar Year 2017. This figure was
based on taxpayers who filed the Monthly Report of Excise Tax for
Alcohol Beverages (Form DR 0442) to claim the credit. According to
Department of Revenue data, of the 98 businesses that claimed the
expenditure, 10 accounted for 95 percent of the total revenue impact.
However, because the Department of Revenue’s estimate does not
include the amount that taxpayers claimed for a refund using Form DR
0137, the revenue impact it reported may understate the total impact.

Additionally, the revenue impact of this tax expenditure is subject to
fluctuation over time. For example, the Department of Revenue reports
that this expenditure reduced state revenue by $708,000 in Calendar
Year 2015. Major accidents and disasters, such as destructive weather
events or fires that result in significant loss of product, are unpredictable
and will vary from year-to-year.
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WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

Eliminating the credit would likely have a small impact on most of the
current beneficiaries. Specifically, the Department of Revenue reported
that net collections under the alcoholic beverages excise tax totaled $47
million in Fiscal Year 2018. In comparison, based on Department of
Revenue Data, $154,000 in additional excise taxes would have been
owed in Fiscal Year 2018 if the credit was not available, which would
represent less than a 1 percent increase in the total excise taxes owed on
alcoholic beverages. Furthermore, a majority of the taxpayers who
claimed the credit in Calendar Year 2017 received less than $100 in
credits, although several larger producers claimed over $10,000. In our
discussions with stakeholders, some reported that although the credit
contributes to a favorable business climate for the industry, it is less
significant due to Colorado’s relatively low excise taxes.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

A tax expenditure for unsalable alcoholic beverages is available in 20 states
(excluding Colorado) and the District of Columbia. While all of these tax
expenditures allow taxpayers a tax credit for alcoholic beverages that are
rendered unsalable due to damage, they differ in their treatment of other
reasons for product loss. For example, 16 other states and the District of
Columbia allow a similar credit for alcoholic beverages that cannot be sold
due to spoilage. In addition, three other states and the District of Columbia
offer a similar tax expenditure for products that have been lost due to theft.
Finally, two states, Michigan and North Carolina, restrict the tax
expenditure to apply only to major disasters that result in losses over a
minimum threshold (e.g., over $250).

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

There is a federal tax expenditure [26 USC 5064] that broadly exempts
alcoholic beverages lost due to damage or destruction from federal
alcohol excise taxes. However, the federal tax expenditure is restricted
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that some taxpayers may not make a distinction between different types
of losses when claiming the credit and may include losses due to spoilage
in the amount they claim. As discussed, 16 of the 20 states (excluding
Colorado) and District of Columbia with a similar tax expenditure,
include losses for spoilage as eligible for the credit.
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EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

The Interstate Sales of Alcohol Excise Tax Exemption (Interstate Sales
of Alcohol Exemption) allows manufacturers and distributors of
alcoholic beverages to deduct or receive a refund for the tax they had
paid on alcoholic beverages that are sold or transferred to a
manufacturer, distributor, wholesaler, retailer, or consumer outside the
State of Colorado [Section 44-3-503(1)(a), C.R.S.]. The expenditure
was enacted in 1935 and has not changed since that time.

Colorado levies an excise tax on alcoholic beverages, which is calculated
based on the volume of the beverages and the following tax rates, which
vary based on the type of beverage:

$0.08 per gallon for malt liquor, beer, and hard cider
$0.0833 per liter for wine
$0.6026 per liter of spirituous liquor

Alcohol excise taxes are due from the seller the first time alcoholic
beverages are sold, transferred, or otherwise disposed of within
Colorado. This typically occurs when a manufacturer sells Colorado-
made alcoholic beverages to a distributor or when a distributor sells
alcoholic beverages shipped from outside the state to a Colorado
wholesaler or retailer. Taxpayers are required to report and remit the
alcohol excise taxes to the Department of Revenue on a monthly basis
using the Department of Revenue’s Monthly Report of Excise Tax for
Alcohol Beverages (Form DR 0442).



To claim the Interstate Sales of Alcohol Exemption, taxpayers typically
record the amount of alcoholic beverages sold outside the state on line
8 of Department of Revenue Form DR 0442. Alternatively, taxpayers
may claim the exemption as a refund using the Department of Revenue’s
Claim for Refund Form (Form DR 0137) in cases where a previous
return must be amended. In addition to filing Form DR 0442 or Form
DR 0137, taxpayers must report out-of-state sales of alcoholic
beverages on the Department of Revenue’s Liquor and Beer Export
Sales Report (Form DR 0443).

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not directly identify the intended beneficiaries of this
exemption. Based on statutory language and similar provisions in other
states, we inferred that the intended beneficiaries are alcoholic beverage
manufacturers that make sales outside the state because the expenditure
lowers their overall tax liability. Colorado is a national leader in
alcoholic beverage production, especially beer production, and the
State’s manufacturers ship a significant quantity of alcoholic beverages
outside the state. Although distributors are also eligible for the
exemption, in practice, they have exclusive territories contained within
the state and rarely export alcoholic beverages.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute does not explicitly state a purpose for this tax expenditure.
Based on our review of statute and similar provisions in other states, we
inferred that its purpose is to avoid double taxation of alcoholic
beverages sold in other states. Specifically, every state has some form of
alcohol excise tax, and an exemption for interstate sales is a common
structural provision that is necessary to avoid taxing the same products
multiple times when they are sold through interstate sales.
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IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We determined that the Interstate Sales of Alcohol Exemption is
meeting its purpose. Statute does not provide quantifiable performance
measures for this expenditure. Therefore, we created and applied the
following performance measure to determine the extent to which the
exemption is meeting its inferred purpose:

PERFORMANCE MEASURE: To what extent is the Interstate Sales of
Alcohol Exemption claimed by eligible businesses to avoid the double
taxation of products shipped outside the state?

REsSULT: We found that the Interstate Sales of Alcohol Exemption is
widely used by eligible taxpayers. Specifically, according to Department
of Revenue data, 90 businesses claimed the exemption on about 300
million gallons of beer, wine, and spirits shipped out of state during
Calendar Year 2017. Furthermore, although we lacked data to assess
whether all eligible taxpayers took the exemption, in our discussions
with stakeholders, we found that businesses are well-aware of the
exemption and it is commonly claimed by eligible businesses to avoid
the payment of excise taxes on exported products.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

The Interstate Sales of Alcohol Exemption reduced state revenue by
about $25 million and saved taxpayers the same amount in Calendar
Year 2017, based on data reported by the Department of Revenue. Of
the 90 businesses that claimed the exemption, 10 accounted for 98
percent of the amount claimed. This figure includes the total amount
taxpayers claimed using Form DR 0442, which is the form taxpayers
typically use to claim the exemption. However, there could be a small
additional revenue impact that is not included in this figure for
taxpayers who instead claimed the exemption by filing for a refund



using Form DR 0137, for which the Department of Revenue is unable
to provide data.

Because alcoholic beverage excise taxes are typically passed on to
consumers in the form of higher prices, the savings from the exemption
may have been passed on to consumers in other states in the form of
lower prices.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

If the Interstate Sales of Alcohol Exemption were eliminated, Colorado-
based manufacturers of alcohol would be subject to excise taxation on
their products, both in Colorado and in the jurisdiction in which the
products are eventually sold. Because every other state has a similar
exemption, eliminating it in Colorado would make Colorado an outlier
among the states and would significantly increase the excise taxes
Colorado manufacturers pay. Specifically, according to the Department
of Revenue, the State collected $45.7 million in alcoholic beverage
excise taxes in Fiscal Year 2017. In comparison, based on data from the
Department of Revenue, $25 million in additional excise taxes would
have been owed in Fiscal Year 2017 if the exemption was not available,
a 55 percent increase. Although Colorado’s excise taxes are relatively
low (the equivalent of $0.05 on a six pack of beer), this could make the
State’s alcoholic beverage industry less competitive nationally and could
make Colorado less attractive to businesses looking to establish
manufacturing facilities in the state.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

Forty-four states (excluding Colorado) and the District of Columbia
exempt interstate sales of alcohol from excise taxes. Five additional
states do not specifically exempt interstate sales of alcohol from excise
taxes, but follow the exemption in practice because they apply excise
taxes at the point of sale or have a state agency that serves as that state’s
sole distributor and wholesaler of alcohol. Manufacturers in those
states are not directly responsible for the payment of excise tax and as
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WHAT ARE THESE TAX EXPENDITURES?

This evaluation covers several sales and use tax exemptions for items
agricultural producers commonly purchase, which together exempt
most inputs to agricultural operations from state sales and use tax. For
the purposes of this report, we have included aquaculture, the process
of raising fish for commercial sale, within our use of the term
“agriculture.” ExHIBIT 1.1 provides information about each of these
exemptions, which we refer to collectively as the Agricultural Inputs
Sales Tax Exemptions (Agricultural Inputs Exemptions).

EXHIBIT 1.1.
AGRICULTURAL INPUTS EXEMPTIONS
YEAR
DESCRIPTION OF EXEMPTION STATUTE
ENACTED
Livestock, including most animals used in Section 39-26-716(3)(a) 1943
agriculture and (4)(a), C.R.S.
. Section 39-26-
Feed for livestock, seeds, and orchard trees 716(4)(b), C.R.S. 1945
Straw and bedding for livestock Section 39-26-716(4)(c) 1961
Fish for stocking purposes Section 39-26-716(4)(a) 1970
Agrlc_:u_ltura_l compc_)unds, including fl_mglmde.:s, Sections 39-26-
herbicides, insecticides, and spray adjuvants;
. . X 102(9)(a), (19)(c) and
semen for agricultural or ranching purposes; (d), and 39-26- 1999
hormones, vaccines, and growth regulating 104,(1)(a) CRS
compounds administered to livestock? T
Pesticides! Section 39-26- 1999

102(19)(d)
SOURCE: Office of the State Auditor review of Colorado Revised Statutes.
1 Between March 2010 and June 2011, sales tax was temporarily levied on the sale of
pesticides and most agricultural compounds.

In addition, sales of agricultural inputs exempt from state sales tax are
exempt from local sales taxes in statutory cities and counties, which
have their local sales taxes collected by the State on their behalf. This is
because statute [Section 29-2-105(1)(d)(I), C.R.S.] mandates that these
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local governments apply most of the State’s sales tax exemptions,
including all of the Agricultural Inputs Exemptions. Home-rule cities
established under Article XX of the Colorado Constitution, which have
the authority to set their own tax policies independent from the State,
are not required to exempt these items from their local sales tax.

The Agricultural Inputs Exemptions are typically applied at the point of
sale. Vendors selling covered items are responsible for determining
whether the purchaser is a farmer or rancher, or if the item will be used
for livestock and for exempting the purchaser from sales tax on the
items. Vendors report the amount of exempt sales on the Department
of Revenue’s Sales Tax Return Form (Form DR 0100). Though vendors
report most of the exemptions in aggregate on a line for “Other
Exemptions, explanation required,” the form contains a specific line for
“Sales of agricultural compounds and pesticides,”” which vendors report
separately.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURES?

Statute does not specifically identify the intended beneficiaries for the
Agricultural Input Exemptions. We inferred, based on the statutory
language, that the intended beneficiaries are Colorado farmers and
ranchers who use these inputs to grow crops or raise livestock; meat,
poultry, and livestock processing companies; and businesses and
property owners who stock fish. We also inferred that consumers
indirectly benefit from these exemptions since they likely reduce the
effective tax rate on agricultural and aquacultural products they
purchase.

In Calendar Year 2017, Colorado agricultural producers, who benefit
from the Agricultural Inputs Exemptions, sold a combined total of $6.8
billion worth of livestock, livestock products, and crops. The biggest
product categories by sales were cattle and calves ($3.4 billion), milk
($754 million), corn ($532 million), hay ($365 million), and wheat
($320 million), according to the U.S. Department of Agriculture. Private



aquacultural producers in the state sold about $5 million in fish in
Calendar Year 2013, the most recent year for which complete
information was available.

As shown in ExHiBIT 1.2, the agricultural inputs covered by the
Agricultural Inputs Exemptions (i.e., chemicals, seeds, feeds, livestock,
and poultry) comprise about $3.5 billion, or 67 percent, of the total
$5.2 billion in agricultural input costs for agricultural producers in
Colorado in 2017.

EXHIBIT 1.2. MAJOR COLORADO AGRICULTURAL INPUT
EXPENDITURES BY TOTAL AND PERCENT OF TOTAL
(THOUSANDS), 2017

LIVESTOCK AND POULTRY $1,583,386 (30%0)
Feeo [ 51.282,309 (24%)

FERTILIZER, LimE, & Soit Conoimioners [l $260,059 (5%)
seeps [ $234,364 (4%)
pesticioes [l $173,589 (3%)

OTHER INPUTS' $1,714,918 (33%)

SOURCE: 2018 Colorado Agricultural Statistics Bulletin, U.S. Department of Agriculture.
1Other Inputs” are not exempted by the Agricultural Inputs Exemptions and include fuel,
machinery, repairs, labor costs, rent, and interest payments.

WHAT ARE THE PURPOSES OF THE TAX EXPENDITURES?

Statute does not directly state a purpose for the Agricultural Inputs
Exemptions. Based on our review of statute, the legislative history, tax
policy research, and other states’ tax expenditure provisions, we inferred
that the overarching purpose for all of the exemptions is to ensure that
sales and use tax is only applied to purchases made by final consumers.
Specifically, these types of agricultural exemptions, which are common
structural provisions in states with sales and use tax, ensure that farmers
and ranchers are not taxed on tangible goods they purchase which become
part of the final products they produce. This is similar to the treatment of
other industries that transform raw tangible goods into finished products

315

1H0d3d S3ANLIANIdX3 XVL



316

AGRICULTURAL INPUTS SALES TAX EXEMPTIONS

and prevents uneven tax treatment for businesses based on the cost of their
inputs.

The exemptions also ensure that the tax is only applied once, instead of at
multiple points in an agricultural product’s supply and distribution chain.
This helps maintain fair competition among businesses and promotes
transparency in the tax system by disclosing to consumers the full sales tax
that is included in a product’s cost, since it would be hidden from
consumers if agricultural producers increased prices to account for sales
taxes at earlier steps in the distribution chain. In addition, this prevents
“tax pyramiding,” which is essentially a form of double taxation where
the effective retail sales tax rate paid by end consumers is higher than the
nominal sales tax rate on the purchase price.

We also inferred a more specific purpose for the Pesticides Exemption.
Specifically, based on the legislative declaration of House Bill 99-1381 that
created this exemption, along with committee testimony, we inferred that
its purpose was to ensure that Colorado pesticide dealers are not at a
competitive disadvantage to dealers in bordering states where pesticides
are exempt from sales tax. At the time that the bill was enacted,
agricultural producers were traveling to other states to purchase pesticides
and avoid sales tax. Agricultural producers would still have been liable for
use tax in Colorado for these purchases, although some may not have been
aware of this requirement or may have chosen not to comply.

ARE THE TAX EXPENDITURES MEETING THEIR PURPOSE
AND WHAT PERFORMANCE MEASURES WERE USED TO
MAKE THIS DETERMINATION?

We found that the Agricultural Inputs Exemptions are meeting their
purposes because they result in agricultural inputs not being subject to
sales and use tax, and in the case of pesticides, align Colorado’s sales tax
treatment of pesticides with that of neighboring states.

Statute does not provide quantifiable performance measures for the
exemptions. Therefore, we created and applied the following performance



measures to determine whether the exemptions are meeting their inferred
purposes:

PERFORMANCE MEASURE #1: To what extent do the Agricultural Inputs
Exemptions exempt the covered agricultural inputs from Colorado’s
sales and use tax?

RESULT: We determined that the majority of agricultural input sales are
likely being exempted from sales and use tax as intended. Because most
of the exemptions are reported in aggregate on the “other exemptions”
line of the Department of Revenue’s Retail Sales Tax Return (Form DR
0100), we could not determine the extent to which most of the
exemptions are applied to eligible sales. However, the Department of
Revenue’s Retail Sales Tax reports and the stakeholders we contacted
indicate that the exemptions are widely used. Specifically, the
Department of Revenue’s Retail Sales Tax Reports from Calendar Year
2015 (the most recent year that the reports were available) show that
businesses in the “Agricultural, forestry, and fisheries™ sector, a sector
that likely makes many sales that are covered by the exemptions,
reported about $501 million in retail sales and applied exemptions to
$414 million (83 percent) of those sales. In addition, the agricultural
vendors we contacted were aware of the exemptions and indicated that
they are commonly applied.

PERFORMANCE MEASURE #2: Did the Pesticides Exemption effectively
align the tax treatment of pesticides with that of neighboring states and
therefore, decrease the incentive for agricultural producers to purchase
pesticides from out-of-state vendors?

RESULT: We found that six of the seven states neighboring Colorado do
not impose a sales tax on pesticides. As a result, Colorado treats
pesticides similarly to other states in the region, which likely reduces the
motivation of agricultural producers to travel across state lines to
purchase pesticides free of sales tax. Further, all four of the pesticide
dealers we spoke to were knowledgeable about the Pesticides
Exemption and how to apply it. Two of the dealers also mentioned that
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before the Pesticide Exemption was enacted in 1999, Colorado
agricultural producers would often purchase pesticides from
neighboring states, particularly if they lived near the border, but that
they are no longer aware of this occurring.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURES?

We estimated a total state revenue impact of $231.2 million and a total
local revenue impact of $143.5 million due to the Agricultural Inputs
Exemptions in Calendar Year 2017, with an equal amount saved by
Colorado agricultural producers. ExHIBIT 1.3 shows our estimates of
the revenue impact for the inputs included in the exemptions and how
many taxpayers are claiming exemptions for each.

EXHIBIT 1.3.
ESTIMATE OF STATE AND LOCAL REVENUE IMPACT FROM
ITEMS INCLUDED IN THE AGRICULTURAL INPUTS

EXEMPTIONS
TAX YEAR 2017
ToTAL STATE REVENUE LOCAL REVENUE

ToTAL

EXEMPT ITEM COLORADO SALES IMPACT IMPACT (IN SRS
(IN MILLIONS) (IN MILLIONS) MILLIONS)

Livestock $5,610.6 $162.7 $101.0 15,474
Livestock Feed $1,764.7 $51.2 $31.8 20,302
Seeds and
Orchard Trees $201.1 $5.8 $3.6 8,671
Livestock Could not Could not Could not 13.268
Bedding determine determine determine '
Agricultural
Compounds $393.0 $11.4 $7.1 11,085
and Pesticides
Fish for
Stocking $4.0 $0.1 <$0.1 16

TOTAL $7,973.4 $231.2 $143.5| 33,800!

SOURCE: Office of the State Auditor analysis of data from the U.S. Department of
Agriculture, Colorado Department of Agriculture, and Colorado State University.
1Total does not sum due to some taxpayers claiming exemptions for multiple items.
Estimated total taxpayers is equivalent to the number of farms and ranches in
Colorado.

Our methodology for estimating these revenue impacts varied, but
primarily relied on data from the U.S. Department of Agriculture as
follows:



We calculated the value of most of these exemptions using the 2012
Agricultural Census (the most recently-published version at the time of
publication), then scaled this amount to 2017 figures using the average
rate of growth/decline in the value of overall sales in each category,
according to data from the Colorado Agricultural Statistics Bulletin. In
addition, we calculated the number of taxpayers claiming these
exemptions by using a similar method to scale the figures based on the
decline in the number of farms and ranches in Colorado. However, since
the Agricultural Census’ production expenses categories do not exactly
line up with these inputs, we made adjustments to some of these values.
For example, the census has a category that estimates the amount of
seeds, plants, vines, and trees that Colorado agricultural producers
purchase. Since Department of Revenue guidance does not exempt vines
from sales and use tax, we reduced this amount by 10 percent in order
to arrive at our revenue estimate for seeds and orchard trees.

For the Fish Stocking Exemption, we used the 2013 Census of
Aquaculture, which estimated the sales figures for food and sport fish
producers, since aquaculture stakeholders indicated that these were
likely the producers who sold live fish for stocking purposes. For our
revenue estimate of the Agricultural Compounds and Pesticides
Exemptions, which are the only Agricultural Inputs Exemptions tracked
separately by the Department of Revenue, we used figures from the
Department of Revenue’s 2018 Tax Profile & Expenditure Report.

We estimated the local revenue impact by multiplying the average
population-weighted local tax rate for state collected local governments
of 1.8 percent by the estimated revenue amounts for each input shown
above.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURES HAVE ON BENEFICIARIES?

Eliminating the Agricultural Inputs Exemptions would substantially
increase taxes for Colorado agricultural producers. Without these
exemptions, agricultural producers would have been subject to about
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$374.7 million in additional taxes in Tax Year 2017. Unlike some
businesses that could respond to tax increases by passing the tax on to
consumers in the form of higher prices, because the price of most
agricultural products is set by national and international markets,
agricultural producers are typically “price takers” who would likely
have to absorb the increased taxes, which would effectively decrease
their income. Because most farms and ranches operate on relatively
small profit margins (69 percent of farms and ranches have a profit
margin of under 10 percent), if they had to absorb these additional
taxes, their after tax income would decrease substantially. The U.S.
Economic Research Service reported that Colorado farms had a total
net income of about $884.4 million in 2017, including both net income
from farming operations and other farm-related income. Based on these
estimates, eliminating the Agricultural Input Exemptions would be
equivalent to increasing agricultural producers’ statewide income tax
rate by an additional 42 percent, resulting in a total tax rate increase
about 9 times greater than the current state income tax rate of 4.63
percent. This increase could be enough to impact the financial viability
of agricultural producers, in particular farms and ranches with lower
profit margins, and could therefore decrease the State’s agricultural
production.

In addition, eliminating the Agricultural Inputs Exemptions would
result in some products being taxed multiple times as they move through
their distribution chain and, to the extent that agricultural producers
could pass the additional costs on to consumers, would increase the cost
of agricultural products. Those agricultural industries with more
transactions in their production chains would be most affected by this
issue, which is sometimes referred to as “tax pyramiding.” For example,
as shown in ExXHIBIT 1.4, if each sale of a beef cow were taxed, it would
potentially increase the tax burden on the consumer and the price
(assuming meat packers pass the additional cost on to beef wholesalers
and retailers). As shown, the combined tax on a cow sold for $1,230
would be about $70, for an effective rate of about 5.7 percent,
compared to the state sales tax rate of 2.9 percent.



EXHIBIT 1.4,
HYPOTHETICAL SALE OF A BEEF COW IF THE LIVESTOCK
EXEMPTION WERE ELIMINATED
SALE 1-CALF-COW RANCHER TO LIVESTOCK DEALER

YOUNG CALF

PRICE + STATE SALES T(ID_T\?IIE_;QCIZDKBY

$200 TAX o DEALER
$5.80

$205.80

SALE 2-LIVESTOCK DEALER TO BACKGROUNDER

OLDER CALF

PRICE + STATESALES __ B ANN[pN:)%
TAX il B ACKGROUNDER
$7.25 $257.25

SALE 3-BACKGROUNDER TO FEEDLOT

Cow PRICE
STATESALES __ B ANN[pN:)%
$750 s

TAX - FEEDLOT
$21.75 $771.75

+ STATESALES __ B ANN[pN:)%
TAX —_— MEAT PACKER
$35.67 $1,265.67

TOTAL STATE SALES TAX PAID
$70.47
SOURCE: Office of the State Auditor analysis of state sales tax rates.

Finally, just as stakeholders told us that many farmers purchased their
pesticides from dealers in other states before pesticides were exempt, it
is likely that some agricultural producers would simply purchase their
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inputs outside of Colorado if these exemptions were eliminated. This
effect would be more significant for producers who live near a Colorado
border, and much of Colorado’s farmland and orchard groves are
concentrated near Colorado’s eastern and western borders.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES
OR OTHER TAX EXPENDITURES OR PROGRAMS WITH A
SIMILAR PURPOSE IN THE STATE?

We reviewed the tax codes of the other 44 states and the District of
Columbia that levy a sales tax, and found that the items covered by
Colorado’s Agricultural Inputs Exemptions are commonly exempted by
other states, though there is variation regarding the specific items
covered. For example, all 44 states and the District of Columbia exempt
most sales of feed and seeds, but fewer exempt livestock sales (41 states),
agricultural compounds (40 states), livestock bedding (25 states), orchard
trees (13 states), and fish used in aquaculture operations (8 states).

We did not identify other tax expenditures with a similar purpose
available in Colorado.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURES?

Because the Department of Revenue’s Retail Sales Tax Return (Form
DR 0100) does not have a separate line where vendors can report the
value of their exempt sales of livestock, livestock feed, livestock
bedding, fish stocking, seeds, and orchard trees, they must lump
together the value of these and many other exemptions they claim in the
“Other Exemptions, explanation required” line. Therefore, there is no
data on how much Colorado businesses are claiming for these
exemptions. This data would allow us to provide a more accurate and
reliable estimate of the revenue impact to the State. Therefore, if the
General Assembly determined that a more accurate figure is necessary,
it could direct the Department of Revenue to add additional reporting
lines on its Retail Sales Tax Return and make changes in GenTax, its
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SOIL CONDITIONERS, PLANT AMENDMENTS, PLANT GROWTH
REGULATORS, MULCHES, COMPOST, AND MANURE. These are all
commonly-used inputs into farming operations to improve the
physical or chemical condition of the soil, preserve or facilitate
seed/plant growth, or improve root development and other desirable
plant characteristics. Though they appear to have a similar purpose
as many agricultural inputs that fall within the Agricultural Inputs
Exemptions, they are not included within the definition of any of the
covered items and are therefore, not exempt from sales tax. Our
review of exemptions in the seven states bordering Colorado,
indicates that three directly exempt one or more of these types of
inputs from sales or gross receipts tax.

AQUACULTURE. Although the Department of Revenue has not issued
official guidance, staff told us that their understanding was that the
Agricultural Inputs Exemptions for livestock, livestock feed, and
agricultural compounds and pesticides (Section 39-26-716(4)(a),
C.R.S.) do not apply to sales of fish for non-stocking purposes (as
opposed to fish sold for stocking purposes, which are explicitly
exempted), since these fish are not explicitly defined as “livestock.”
However, aquaculture stakeholders that we interviewed indicated
that statute could be interpreted to include fish within the statutory
definition of livestock, which is defined as ““cattle, horses, mules,
burros, sheep, lambs, poultry, swine, ostrich, llama, alpaca, and
goats, regardless of use, and any other animal which is raised
primarily for food, fiber, or hide production” [Section 39-26-
102(5.5) C.R.S]. Therefore, the General Assembly may want to
clarify whether sales of fish, other than those used for stocking
purposes, should be included within the exemption.

EMBRYOS/FISH EGGS. Livestock owners looking to pass on the
genetics of an animal or grow their livestock numbers may use
artificial insemination instead of natural mating. With artificial
insemination, livestock owners have the option of conducting
embryo transfers, in which semen is artificially inseminated into the
ovulating female animal whose genetic stock is desired, then the
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embryos are flushed out and inserted into surrogate females. Sales of
the semen are exempt from sales and use tax under Section 39-26-
102(19)(c), C.R.S, but it is not clear if embryo sales are also exempt.
Similarly, many aquaculture producers typically purchase fertilized
fish eggs as opposed to live fish to use in their operations and it is
not clear whether such purchases should be treated as exempt from
sales tax.
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ENERGY USED FOR
INDUSTRIAL &
MANUFACTURING
PURPOSES EXEMPTION

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

The Energy Used for Industrial & Manufacturing Purposes Exemption
(Industrial Energy Exemption) exempts sales and purchases of
electricity, gas, fuel oil, steam, coal, coke, or nuclear fuel used for
industrial or manufacturing purposes from state sales tax [Section 39-
26-102(21)(a), C.R.S.]. Eligible energy purchases are also exempt from
local sales taxes for purchases made in local taxing jurisdictions, such
as statutory cities and counties, which have their local sales taxes
collected by the State on their behalf. Statute [Section 29-2-105(1)(d)(1),
C.R.S.] mandates that these local governments apply most of the State’s
sales tax exemptions, including the Industrial Energy Exemption.
Home-rule cities established under Article XX, Section 6 of the
Colorado Constitution, which have the authority to set their own tax
policies independent from the State, are not required to exempt
industrial energy sales from their local sales tax.

The Industrial Energy Exemption was originally introduced in 1935 on
a temporary basis as part of the Emergency Retail Sales Tax Act, and
was made permanent in 1937. The statutory language for the exemption
has remained largely unchanged, except for the addition of exempt
energy sources, such as fuel oil, coke, steam, and nuclear fuel, as
technology changed. The exemption was temporarily repealed from
March 1, 2010, until June 30, 2012, with the exception of diesel fuel
purchased for off-road use, and certain fuels purchased for agricultural
purposes or for generating electricity [House Bill 10-1190].



To qualify for the Industrial Energy Exemption, the energy purchased
must be used for the specific industrial purposes as listed in statute and
Department of Revenue Regulations, which include: processing
(including food processing), manufacturing, mining, refining, irrigation,
construction, telegraph, telephone, radio communication, street
transportation services, and all industrial uses. According to
Department of Revenue Regulation [1 C.C.R. 201-5, Special Regulation
19] and guidance, energy used by eligible taxpayers that does not
directly contribute to the industrial or manufacturing process itself,
such as the electricity used to heat or light break rooms, office spaces,
and sales rooms, does not qualify for the exemption.

To claim the exemption, taxpayers must determine the amount of
energy they used that qualifies. Taxpayers can use several methods to
determine this amount, such as installing separate utility meters for
different areas of their facilities, making estimates based on facility
square footage dedicated to industrial use, or installing sub-meters for
specific machinery. If taxpayers’ energy usage qualifying for the
exemption is under 75 percent of their total energy use, they must pay
the sales tax to their energy provider on the full amount of their energy
purchases and then apply for a refund from the Department of Revenue
for the exempt amount. To claim a refund, taxpayers must file a Claim
for Refund of Tax Paid to Vendors (Form DR 0137B) or Retailer’s Use
Tax Return (Form DR 0173) and complete a Sales Tax Exempt
Certificate Electricity and Gas for Industrial Use (Form DR 1666) to
document the amount of their energy consumption that was exempted.

Taxpayers that estimate that 75 percent or more of their energy
consumption is exempt can file Form DR 1666 with their energy
providers. The energy providers then do not collect any sales taxes from
these taxpayers for their eligible energy purchases. Energy providers
report the amount they exempted from these customers using the
Department of Revenue’s Colorado Retail Sales Tax Return (Form DR
0100). If less than 100 percent of these taxpayers’ energy use is exempt,
they are responsible for remitting sales taxes on the non-exempt portion
using DR 0100.
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In addition, Department of Revenue regulations establish a separate
process for restaurants claiming the exemption. Specifically, taxpayers
with sales of food for immediate consumption that exceed 25 percent of
total sales revenue can receive the exemption for 55 percent of the sales
tax they paid on their gas and electricity purchases. Taxpayers with sales
of food for immediate consumption that are 25 percent or less of their
total sales revenue can claim the exemption for an amount equivalent to
0.5 percent of their total food sales. Taxpayers with qualifying food sales
must pay the tax to their energy provider and can then deduct the
appropriate amount from the amount of sales taxes owed on their
Colorado Retail Sales Tax Return (Form DR 0100). They must also file
a separate form, Retail Food Established Computation Worksheet for
Sales Tax Deduction for Gas and/or Electricity (Form DR 1465), to
report their energy use and amount exempt from sales tax.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not specifically identify the intended beneficiaries of the
Industrial Energy Exemption. Based on the statutory language, we
inferred that the intended beneficiaries of the exemption are businesses
involved in processing (including food processing), manufacturing,
mining, refining, irrigation, construction, telegraph, telephone, radio
communication, and street transportation services. In Calendar Year
2017, there were about 16,000 industrial energy customers in
Colorado, according to U.S. Energy Information Administration data,
all of whom could potentially be eligible for the exemption. In addition,
we inferred that consumers of products sold by businesses that claim
the exemption are indirect beneficiaries since some of the tax benefit
may be passed on to consumers in the form of lower prices.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute does not explicitly state a purpose for the Industrial Energy
Exemption. Based on our review of statute, legislative history, and other
states’ tax expenditure provisions, we inferred that the purpose is to
ensure that the State’s sales tax is only applied to purchases made by



final consumers. Specifically, the exemption, which is a common
structural provision in states with a sales tax, ensures that the sales tax
is only applied once, to the final sale of tangible goods to a consumer,
and not also applied to the inputs, such as energy, that are necessary to
produce the product. This helps ensure even tax treatment of businesses
regardless of the cost of inputs to their products.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We determined that the Industrial Energy Exemption is likely
accomplishing its purpose because it is used by most eligible taxpayers.
Statute does not provide quantifiable performance measures for this
exemption. Therefore, we created and applied the following
performance measure to determine the extent to which the Industrial
Energy Exemption is meeting its inferred purpose:

PERFORMANCE MEASURE: To what extent are eligible businesses
claiming the Industrial Energy Exemption to avoid the payment of sales
tax on energy used for industrial purposes?

RESULT: We estimate that at least 10,400 of the 16,000 industrial
energy consumers in the state claimed the exemption in Tax Year 2017.
We based this estimate on Department of Revenue data, which provided
a partial count of about 4,400 taxpayers who claimed the exemption,
based on one of several lines that taxpayers may use to claim the
exemption on their Colorado Retail Sales Tax Return (DR 0100). We
added this total to the 6,000 customers that energy providers told us
had filed a Form DR 1666 to claim the exemption (based on their
reporting practices these should be in addition to those included in the
Department of Revenue’s count). Additionally, stakeholders and
industry groups we contacted reported that most eligible taxpayers are
aware of the Industrial Energy Exemption and how to claim it.
However, stakeholders reported that smaller businesses and certain
industries may be less aware of the exemption and may not claim it. For
example, our discussions with industry groups indicated that radio and
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Colorado retailers. This information would allow us to more accurately
compare the vendor allowance amount to the costs it is intended to
cover. However, at the time of this evaluation, we determined that
conducting such an analysis would not be cost-effective or likely to yield
accurate results because of the significant recent and ongoing changes
to the State’s sales tax system that are discussed in this report, which
would potentially skew the results of such an analysis.

SALES TAX VENDOR ALLOWANCE

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

We did not identify any policy considerations related to this tax
expenditure.
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